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THE ROLE OF EMPLOYER-SPONSORED RE- 
TIREMENT PLANS IN INCREASING NA- 
TIONAL SAVINGS 


TUESDAY, APRIL 12, 2005 

U.S. Senate, 

Special Committee on Aging, 

Washington, DC. 

The committee met, pursuant to notice, at 2:35 p.m., in room 
SD-106, Dirksen Senate Office Building, Hon. Gordon H. Smith 
(chairman of the committee) presiding. 

Present: Senators Smith, DeMint, Kohl, and Carper. 

OPENING STATEMENT OF SENATOR GORDON H. SMITH, 

CHAIRMAN 

The Chairman. Ladies and gentlemen, if we can come to order, 
we will commence this hearing of the Senate Special Committee on 
Aging. 

Today’s hearing will focus on a very important topic: the role of 
employer-sponsored retirement plans in increasing national sav- 
ings. We are going to hear from two distinguished panels of wit- 
nesses who will provide us with their insights on whether the cur- 
rent employer-sponsored retirement plan system effectively in- 
creases national savings and how we can improve that system. 

The average life expectancy of Americans has steadily increased. 
For example, the average life expectancy of Americans born in 1960 
was about 70 years. Yet in 2(103, life expectancy was about 77 
years. Although Americans are living longer than ever before, most 
Americans continue to retire before age 65. 

At the same time, the personal savings rate in the United States 
has declined dramatically over the last two decades, reaching about 
one percent of personal income in 2004. The decline in our savings 
rate is a disturbing trend because, as the length of retirement 
grows, Americans must save more, not less, to ensure a financially 
secure retirement. 

The need to increase our savings was also emphasized by 
Chairman Alan Greenspan of the Board of Governors of the Fed- 
eral Reserve System during his testimony before this committee 
last month on the economics of retirement. Many refer to retire- 
ment income as a three-legged stool: Social Security, employer- 
sponsored retirement plans, and personal savings. Although there 
has been a tremendous amount of focus on Social Security lately, 
we all know that it takes all three legs of the stool to keep the 
whole thing balanced. 


( 1 ) 
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Therefore, as pensions are the second largest sources of income 
among the elderly, the goal of this hearing is to focus on ways to 
increase savings in employer-sponsored retirement plans and thus 
improve the stability of America’s retirement system. 

Currently, savings and participation rates in employer-sponsored 
retirement plans are low. In 2001, only about 58 percent of house- 
holds with an employed head of the household under the age of 64 
included at least one worker who participated in an employer-spon- 
sored plan. In addition, about 37 percent, or 28 million, of such 
households did not own a retirement savings account of any kind. 
With respect to the amount of retirement savings Americans have 
accumulated among the 47.8 million households that owned a re- 
tirement savings account of any kind in 2001, the median value of 
such accounts was only $27,000. 

Besides low savings and participation rates, another important 
trend with respect to employer-sponsored retirement plans is the 
shift from defined benefit plans to defined contribution plans, in- 
cluding 401(k) plans. Over the last several years, the number of de- 
fined benefit plans has dropped dramatically, while at the same 
time the number of defined contribution plans has increased. In the 
context of savings, this shift is significant because coverage under 
a defined contribution plan generally requires employers to take a 
more active role in preparing for retirement. 

For example, in general, employees must decide whether to par- 
ticipate in the retirement plan, how much to contribute to the plan, 
and how their contributions should be invested. 

In response to these trends, I plan to introduce legislation shortly 
that is aimed at increasing savings and participation rates in 
employer-sponsored retirement plans. For example, the bill will 
include a provision intended to encourage sponsors of 401(k) plans 
to adopt automatic enrollment in which a percentage of each 
employee’s salary is placed in an individual account without requir- 
ing the employee to take any action. Therefore, instead of requiring 
employees to actively enroll in a 401(k) plan in order to participate, 
under automatic enrollment employees will be automatically en- 
rolled unless they elect to opt out, as is generally done under de- 
fined benefit plans. Automatic enrollment has been shown to in- 
crease participation rates in 401(k) plans significantly, especially 
among low- and middle-income individuals. 

In addition, with increased life expectancies, it is also important 
for individuals to preserve their income throughout their retire- 
ment years and not outlive their savings. Therefore, my bill also 
will provide incentives to ensure income preservation throughout 
one’s retirement by encouraging employers to offer and employees 
to select distributions from defined contribution plans and IRAs in 
the form of lifetime annuities. 

I want to thank all of our witnesses for coming today, and I look 
forward to hearing your testimony. I would note that there is a 
3:30 vote scheduled. Perhaps we can hear from everyone and get 
all the questions asked in that amount of time. 

I now turn to my colleague. Senator Kohl, for his comments. 
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OPENING STATEMENT OF SENATOR HERB H. KOHL 

Senator Kohl. Thank you, Mr. Chairman. 

Mr. Chairman, we have all seen the statistics and the studies on 
the amount of money Americans are saving for retirement, and it 
is striking that so few are prepared for their nonworking years. 
Retirement income has often been compared to a three-legged 
stool — as you pointed out — which includes Social Security, 
employer-sponsored pensions, and personal savings. Increasingly, a 
fourth leg will be wages, as many older Americans work past tradi- 
tional retirement age. 

Financial planners recommend a retirement income that replaces 
70 percent of pre-retirement earnings. With Social Security’s over- 
all replacement rate of about 45 percent, clearly other sources of 
retirement income are critical. 

As we continue the Social Security debate, we cannot ignore the 
other legs of the stool. Clearly, the pension system needs improve- 
ment. Most workers are not covered by a plan, and only about half 
participate in a pension at all. Participation rates are poor for 
lower-income workers and small businesses. Contributions are also 
low across the board, and too many workers withdraw money be- 
fore retirement. The typical balance for a 401(k) for workers near 
retirement is only $43,000, and for workers earning less than 
$25,000 a year, the typical balance is only $2,200. 

So it is clear that more needs to be done to encourage saving, but 
we need to do it right. As we will hear today, the government now 
spends more on tax incentives for retirement saving than Ameri- 
cans actually save. Almost all of these incentives are worth the 
most to higher-income workers, who probably would have saved 
even without the extra inducement from the government. Some 
proposals by the administration, such as Retirement Savings Ac- 
counts and Lifetime Savings Accounts, instead of reversing this 
backwards incentive structure, would go even further in the wrong 
direction. 

Obviously, we need to reorient government policy to encourage 
saving and improve retirement security among the population that 
most needs to save; our lowest-income workers. Several policies 
have the potential to do just that: encouraging automatic enroll- 
ment in 401(k)s; extending and expanding the saver’s credit, which 
is a matching tax credit for contributions targeted toward lower-in- 
come workers; improving financial education and investment 
choice; and allowing taxpayers to split off a portion of their tax re- 
fund and put it directly into a savings account. 

These are promising ideas with the potential to receive bipar- 
tisan support. The time to act is now; the retirement security of 
millions of Americans depends on it. 

I thank you, Mr. Chairman, and we welcome you all to the panel. 

The Chairman. Thank you. Senator Kohl. 

Our only witness on our first panel is Mark J. Warshawsky, and, 
Mr. Secretary, we welcome you. He is the assistant secretary for 
Economic Policy, Department of the Treasury, and the microphone 
is yours. 
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STATEMENT OF MARK J. WARSHAWSKY, ASSISTANT SEC- 
RETARY FOR ECONOMIC POLICY, DEPARTMENT OF THE 

TREASURY, WASHINGTON, DC 

Mr. Warshawsky. Thank you. Good afternoon, Chairman Smith, 
Ranking Member Kohl, and members of the committee. I appre- 
ciate the opportunity to discuss the administration’s proposal to re- 
form and strengthen the single-employer defined benefit pension 
system against the backdrop of the larger issue of promoting na- 
tional saving. 

As far back as 1776, Adam Smith identified capital accumulation 
as the key force in promoting growth in the wealth of nations. 
Smith also identified the key force in capital accumulation: increas- 
ing national savings. Since Smith’s time, almost all economists 
have come to understand the vital nature of national saving, and 
increasing saving has become a standard policy prescription for en- 
hancing economic growth and raising living standards. 

We know the U.S. faces a challenge as the economy works 
through the implications of the retirement of the baby-boom gen- 
eration. With the growth in the workforce set to slow and the aver- 
age age of the population rising, maintaining steady growth in the 
standard of living will become more difficult. The Smith prescrip- 
tion shows the way out. Increase our savings, which will increase 
our accumulated capital, which will give each worker more and bet- 
ter tools to work with, which will raise productivity and secure a 
growing standard of living. 

Despite the fact that this prescription is well known, the evi- 
dence suggests it is exceptionally hard to follow. Net private sav- 
ing — which we define as gross private saving less depreciation on 
plant, equipment, and housing stock — as a share of national income 
averaged about 11 percent from 1955 through 1985, but since then 
has trended steadily down. Over the past 10 years, it has averaged 
about 5.5 percent of GDP, or about 5 percentage points below 
where it was during the decades of the 1950’s, 1960’s, 1970’s, and 
most of the 1980’s. 

One reason the saving prescription is difficult to follow is that in- 
centives work against it. Our tax system, for example, has for a 
long time encouraged Americans to spend first and save second. To 
reverse this, the Administration has worked hard to set in place 
the incentives that encourage saving. EGTRRA cut the top tax 
rates which raised the after-tax rate of return on capital income — 
encouraging savings. The Jobs and Growth Tax Relief Reconcili- 
ation Act of 2003 cut taxes specifically on capital income. 

But even with these positive changes, the Federal income tax 
code still discourages saving. To combat this, the President has 
proposed retirement savings accounts, which would replace the 
complex array of retirement saving incentives currently in the tax 
code, such as IRAs, Roth IRAs, and similar saving vehicles. The 
President has also proposed employer retirement savings accounts, 
ERSAs, to simplify the saving opportunities individuals have 
through their employers. The President’s lifetime savings accounts 
would, for the first time, allow individuals to save on a tax-pre- 
ferred basis for any purpose. This can be especially important to 
low-income individuals and families who need to save but cannot 
afford to lock up funds for retirement that may be needed for an 
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emergency in the near term. The President has also proposed indi- 
vidual development accounts which would give extra financial in- 
centive to certain low-income families to set aside funds for major 
purchases, such as a first home. 

Pensions, of course, play a critical role in savings as well. Accu- 
mulating financial assets for future retirement is indeed one of the 
main reasons households save any way. If individuals and house- 
holds believe they will receive a pension in retirement, that clearly 
influences their saving and asset accumulation behavior. But if, in 
fact, those promised b^enefits are not available because of pension 
underfunding, then the household’s savings and, when you add up 
households, the aggregate national savings is less than it otherwise 
would have been had their pension been adequately funded. 

Unfortunately, the single-employer pension system’s current seri- 
ous financial trouble is likely to lead to just such undersaving and 
participant benefit losses. Many plans are badly underfunded, jeop- 
ardizing the pensions of millions of American workers, and the in- 
surance system which protects those workers in the event that 
their own plans fail has a substantial deficit. 

The primary goal of any pension reform effort should be to en- 
sure that retirees and workers receive the pension benefits they 
have earned. Clearly, the current funding rules have failed to meet 
this goal. As part of its reform proposal, the administration has de- 
signed a new set of funding rules that we think will ensure that 
participants receive the benefits they have earned from their pen- 
sion plans. 

Today I will briefly discuss a few critical issues pertaining to the 
funding elements of the proposal and their likely effects on the 
economy and national savings. My written testimony provides a 
more comprehensive discussion of the entirety of the proposal. 

For any set of funding rules to function well, assets and liabil- 
ities must be measured accurately. The system of smoothing em- 
bodied in current law serves only to mask the true financial condi- 
tion of pension plans. Under our proposal, assets will be marked 
to market. Liabilities will be measured using a current spot yield 
curve that takes into account the timing of future benefit payments 
summed across all plan participants. Discounting future benefit 
cash-flows using the rates from the spot yield curve is the most ac- 
curate way to measure a plan’s liability. Liabilities computed using 
the yield curve match the timing of obligations with discount rates 
of appropriate maturities. Proper matching of discount rates and 
obligations is, in fact, the most accurate way to measure today’s 
cost of meeting pension obligations. 

The Administration recognizes that the current minimum fund- 
ing rules have added to contribution volatility. Particular problem 
areas are the so-called deficit reduction contribution mechanism 
and the limits on tax deductibility of contributions. Our proposal 
is designed to remedy those issues by giving plans the tools needed 
to smooth contributions over the business cycle. These tools include 
increasing the deductible contribution limit, and this will give plan 
contributions an additional ability to fund up during good times. 
We also increase the amortization period for funding deficits to 7 
years compared to a period as short as 4 years under current law. 
Finally, there is the continued freedom that plan sponsors already 
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have to choose prudent pension fund investments. Using all these 
tools, plan sponsors can limit volatility and maintain a conserv- 
ative funding level so that financial market changes will not result 
in large increases in minimum contributions. 

We believe these are the appropriate methods for dealing with 
risk. We believe it is inappropriate to limit contribution volatility 
by permitting plan underfunding that transfers risk to plan partici- 
pants and the PBGC. 

Under our proposal, plan funding targets for healthy plan spon- 
sors will be established at a level that reflects the full value of ben- 
efits earned to date under the assumption that plan participant be- 
havior remains largely consistent with the past history of an ongo- 
ing concern. 

Plans sponsored by firms with below investment grade credit will 
be required to fund to a higher standard that reflects the increased 
risk that these plans will terminate. Pension plans sponsored by 
firms with poor credit ratings pose the greatest risk of default. It 
is only natural that pension plans with sponsors that fall into this 
readily observable, high-risk category should have more stringent 
funding standards. Credit ratings are used throughout the economy 
and, in fact, in many Government regulations to measure the risk 
that a firm will default on its financial obligations. A prudent sys- 
tem of pension regulation in insurance would be lacking if we did 
not use this information. 

Credit balances under current law are created when a plan 
makes a contribution that is greater than the required minimum. 
Under current law, this credit balance plus an assumed rate of re- 
turn can be used to offset future contributions. We see two signifi- 
cant problems with this system. First, the assets that underlie the 
credit balances may lose rather than gain value. Second, and far 
more important, credit balances allow plans that are seriously un- 
derfunded to take funding holidays. In our view, every underfunded 
plan should make minimum annual contributions. 

So under our proposal, credit balances, as defined under current 
law, will be eliminated. Contributions in excess of the minimum, 
however, still reduce future minimum contributions. The value of 
these contributions is added to the plan’s assets and, all other 
things equal, reduces the amount of time that the sponsor must 
make minimum contributions to the plan. In combination with the 
other elements of our proposal, there is more than adequate incen- 
tive for plan sponsors to fund above the minimum. In fact, we be- 
lieve there are four other reasons that employers might choose to 
contribute more than the minimum: (1) there is the increased de- 
ductibility provisions that allow sponsors to accumulate on a tax- 
free basis; (2) disclosure of funded status to workers will encourage 
better funding; (3) a better funded status results in lower PBGC 
premiums under our proposal; and, (4) a better funded status 
makes benefit restrictions less likely. 

Now, as I have described, the current rules often fail to ensure 
adequate plan funding, and recent history has made this very obvi- 
ous. Formally, and speaking as an economist, we might say that 
the current set of rules has created a partially pay-as-you-go pri- 
vate pension system by allowing some accrued liabilities to be un- 
funded. That is, in general, when plans are not funded fully, the 
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system basically operates by transferring contributions associated 
with younger workers to current retired workers. 

The funding rules proposed by the administration, whereby spon- 
sors that fall below the accurately measured minimum funding lev- 
els are required to fund up toward their contribution in a timely 
manner, and this moved the system in the direction of being fully 
funded. In a fully funded system, the contributions associated with 
each generation of workers are invested and fund their own retire- 
ments. A basic result in macroeconomics is that a pay-as-you-go 
system results in less savings, a slower rate of capital accumula- 
tion, and a lower steady state capital stock. Therefore, the Admin- 
istration’s proposal, through the move toward more fully funded 
private defined benefit pensions, is consistent and in support of the 
administration goal of increases saving and greater capital accumu- 
lation. 

Now, let me comment that some analysts recently have ex- 
pressed concern that the administration’s proposal could have neg- 
ative macroeconomic effects. They suggest these effects will come 
through depressed business investment by underfunded plan spon- 
sors, some of whom will, in fact, face higher contributions under 
the administration’s proposal. 

In my opinion, sound economic analysis strong suggests that 
there are no short- or long-term macroeconomic risks associated 
with reforming pension funding rules. Quite the contrary, the pro- 
posal’s long-term economic effects will be positive and in the direc- 
tion that we have just described. 

Well-functioning capital markets allow companies to finance at- 
tractive investments even if they face short-term demands on their 
current cash-flows. For that reason, many economists believe that 
there is little link between a company’s cash-flows — including its 
pension funding requirements — and its investment decisions. This 
suggests that as a general matter, pension contributions are un- 
likely to cause a reduction in the plan sponsor’s investment pat- 
tern. 

But even more importantly, it is critical to recognize that pension 
contributions finance investment throughout the economy. They do 
not just disappear. The monies directed into pension accounts are 
invested in stocks and bonds, thereby deploying these resources 
throughout the economy. Failure to recognize this may have led 
some analysts to mistakenly attribute negative macroeconomic ef- 
fects to the Administration’s proposal. 

In conclusion, let me say that defined benefit plans are a vital 
source of retirement income for millions of Americans. The Admin- 
istration is committed to ensuring that these plans remain a viable 
retirement option for those firms that wish to offer them to their 
employees. The long-run viability of the system, however, depends 
on ensuring that it is financially sound. The Administration’s pro- 
posal is designed to put the system on secure financial footing in 
order to safeguard the benefits that plan participants have earned 
and will earn in the future. We are committed to working with the 
Members of Congress to ensure that effective defined benefit pen- 
sion reforms that protect workers’ pensions are enacted into law. 

It has been my pleasure to discuss the proposal, and I look for- 
ward to answering any questions you may have. 
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The Chairman. Thank you. 

We have been joined by two colleagues, Senator DeMint of South 
Carolina and Senator Carper of Delaware. If either of you have an 
opening statement, we would be happy to take those now. 

OPENING STATEMENT OF SENATOR JAMES DsMINT 

Senator DEMint. Thank you, Mr. Chairman. I will just make a 
couple of comments and maybe ask a question, if we could just get 
that started. 

Thank you very much for your testimony today. It is a subject 
near and dear to my heart. As an employer for many years, trying 
to get folks to save was a real challenge. I have found over the 
years even matching or putting savings into some form of pension 
is very difficult for a small employer with unpredictable profits. 
The regulations that require consistent contributions make it very 
difficult for a small employer to participate since year to year we 
are not sure if we can make a contribution. 

The other frustrating aspect of it was we may have actually con- 
tributed 100 percent of some form of pension or savings, and only 
to find that an employee might pull it out with a large penalty to 
spend on immediate need. 

I think what it comes down to pragmatically is the average-in- 
come American is going to find it very difficult to find any addi- 
tional discretionary money to save. That is why I appreciate the 
President’s recognition that when you take over 12.5 percent of 
what the average American makes, it is going to be very difficult 
for them to find additional money to save. That is why I believe 
it is so important that we as a Government figure out how we can 
start saving part of that 12.5 percent that people are already put- 
ting into their Social Security plan. 

The average American family now contributes over $5,000 a year 
in Social Security taxes, if you include the employer’s side of that. 
That makes it very difficult for an employee to add to. So as we 
look at total savings, we do see that is a key problem in America 
because, as you know, when there is not savings from a large per- 
cent of the population, the wealth gap continues to grow. We have 
half of Americans who own something and the other half who don’t, 
half who benefit from the growth in the economy and nearly an- 
other half that don’t. 

So I appreciate the President’s proposal. I would be very sup- 
portive of expanding particularly the idea of IDAs, which at least 
somewhat control how the money could be spent, expanding those 
in some ways. But I think I would just like your comments on real- 
istically can we expect the Americans who need to save the most 
to actually come up with additional funds as well as the employers 
who have the most difficult time of creating these plans coming up 
with plans under new regulations that might make it more difficult 
for them to be consistent with them, if you could just make a few 
comments, I would appreciate it. 

Mr. Warshawsky. One reason to particularly focus on defined 
benefit plans is that under current law the rules have become ex- 
traordinarily complex. I am sure that is a strong disincentive, par- 
ticularly for small employers, for sponsoring defined benefit plans. 
Defined benefit plans do have certain advantages for employees 
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and employers, and in particular they are, if you will, a forced sav- 
ing vehicle. Everyone participates and the money is put in by the 
employer, and sometimes by employees as well. 

Under our proposal, we basically have a significant simplification 
of the rules; this is hard to appreciate without knowing how com- 
plicated the current rules are. But I think it is fair to say that we 
have a much simpler system, and that perhaps could have the im- 
pact down the road of encouraging smaller plan sponsors to enter 
the system. 

Another aspect of our proposal is that by allowing companies to 
fund during good times, that enables them to manage their cash- 
flow better than under current law, which is very restrictive of ad- 
ditional contributions because of the full funding limitations. 

Senator DEMint. Thank you. 

The Chairman. Senator Carper. 

OPENING STATEMENT OF SENATOR THOMAS CARPER 

Senator Carper. I have got a couple of questions I want to ask 
our witness. I am going to wait until just a little bit later. But this 
is certainly a timely hearing and a timely issue, and we appreciate 
your input, and I look forward to asking a couple of questions. 

Thank you. 

The Chairman. Did I detect in your statement an expression that 
defined contribution or defined benefit plans do more to add to na- 
tional saving, one versus the other? 

Mr. Warshawsky. Not necessarily. I think the import of my 
statement is that underfunded defined benefit plans do detract 
from national savings because employees think they are going to 
get the benefits that are promised to them and, therefore, they 
save less. But in point of fact, the realization may be other than 
what they are promised because the plan is poorly funded. So, 
therefore, one way of increasing national savings in the context of 
defined benefit pensions is to be sure that these plans are ade- 
quately funded. That is really what I was getting at in my testi- 
mony. 

The Chairman. Many defined contribution plans occurs essen- 
tially through a payroll deduction, and then it is there and they 
own it and they watch it grow, they participate, their knowledge 
increases, I assume, in what they have. 

Mr. Warshawsky. I think that is an aspect of a defined contribu- 
tion plan. That is right. 

The Chairman. How much simpler are 401(k) plans versus de- 
fined benefit plans in terms of — ^you spoke to Senator DeMint about 
the complexity being a significant deterrent to small companies of- 
fering defined benefit plans. How much simpler are defined con- 
tribution? 

Mr. Warshawsky. There have been studies in the past that actu- 
ally try to quantify the administrative costs of defined benefit 
versus defined contribution plans, and depending on the size of the 
plan sponsor, because there are economies of scale, defined con- 
tribution plans are easier and less costly to administer. Therefore, 
because defined benefit plans have had layer upon layer upon layer 
of regulation and rules that have been established for them, par- 
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ticularly in the funding area, one point of our proposal is to sim- 
plify that system. 

The Chairman. How about the administrative cost? Is one more 
costly to administer versus another? 

Mr. Warshawsky. I believe for many employers, defined benefit 
plans are more costly to administer. 

The Chairman. How often is it that there is malfeasance on the 
part of the corporation or the pension fund manager where workers 
are utterly cheated out of their retirement? I ask that because of 
a terrible case that occurred in my State whereby not only were 
some pensions underfunded, but then they were appropriated to 
the extent of over $100 million. You have people who have worked 
all of their lives now with no recourse and only a few people in jail. 
How common is that? 

Mr. Warshawsky. My impression is that it is fortunately not 
very common. That is something that is subject to Department of 
Labor and Internal Revenue Service oversight. Perhaps I could 
share my own research on this point. 

In a prior position, many years ago, I used to work at the Inter- 
nal Revenue Service in the Employee Plans area. We conducted an 
examination of about 400 large underfunded defined benefit plans. 
We were looking to see whether there was compliance with the cur- 
rent law of funding requirements, to see whether that was a reason 
for why the plans were underfunded. 

While we discovered some small problems, by and large plan 
sponsors followed the rules. The reason why they were under- 
funded was not because they were not following the rules. They 
were following the rules. The problem was the rules themselves. 

The Chairman. Senator Kohl. 

Senator Kohl. Thank you, Mr. Chairman. 

Mr. Warshawsky, in their submitted statements three of the next 
panel’s witnesses advocate not only extending the saver’s credit, 
but also expanding it. One study estimated that about 75 percent 
of the benefits of all the 2001 pension provisions go to the top 20 
percent of taxpayers. In contrast, over 45 percent of the benefits of 
the saver’s credit go to taxpayers with income below $30,000, who 
most need to save. 

While the administration proposes to extend a variety of pension 
provisions, the saver’s credit is on the chopping block. A New York 
Times article reports that the Treasury Department’s explanation 
is that the administration is waiting for the recommendations of its 
tax reform panel. 

Why must the saver’s credit wait, but not the other pension pro- 
visions? 

Mr. Warshawsky. Senator, it is my understanding that one sig- 
nificant problem is that provisions in the code are designed for par- 
ticular groups, and they therefore become very difficult for finan- 
cial companies to market, because generally marketing campaigns 
have to be done on a mass basis. They are also very confusing be- 
cause people do not know whether they are eligible or whether they 
are not eligible, whether they are phased out, and it introduces an 
enormous amount of complexity in the system and precisely for in- 
dividuals, lower-income individuals, who are ill-equipped to deal 
with tax code complexity. Therefore, the administration, for exam- 
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pie, has put forward the LSA proposal, the lifetime savings account 
proposal, which is intended to be particularly appealing to low-in- 
come folks because of the removal of various special requirements 
and so on and so forth, and also to enable them to be effectively 
marketed. 

Senator Kohl. So you are saying the saver’s credit is too com- 
plicated? 

Mr. Warshawsky. Well, I am saying that I think we need to be 
very mindful of the complexity in the code, and, therefore, that 
sometimes works at cross-purposes with the intent of very specifi- 
cally, carefully targeted incentives. 

Senator Kohl. Here is a tax incentive which, as I pointed out, 
provides benefits that lower-income families generally take advan- 
tage of; 45 percent of the saver’s credit goes to taxpayers with in- 
comes below $30,000. So it would seem that it would be something 
that would deserve all kinds of attention because it does exactly 
what we want. Yet the administration has apparently decided that 
it should expire completely. While 75 percent of the benefits of all 
the 2001 provisions go to the top 20 percent of taxpayers, 45 per- 
cent of the benefits of this credit go to people with incomes less 
than $30,000. So why wouldn’t you say, maybe we have to simplify 
it or make it a little bit easier to understand, but we should really 
promote it because it does what we want it to do? 

Mr. Warshawsky. Senator, I am sure that it will be something 
that will be carefully studied by the tax panel, among many of the 
other features of the tax code in the saving incentive area. 

Senator Kohl. Well, I hope so. 

The administration has proposed split tax refunds in its last two 
budgets. A recent letter from the IRS Commissioner to Members of 
Congress said that split refunds cannot be implemented until 2007 
because a committee needs time to do things like program com- 
puters and add a new schedule to the tax forms. It is unclear why 
it should take two years to resolve such minor administrative 
issues. 

Can you assure us that everything that can be done is being 
done with maximum speed? Would congressional action such as 
providing more funding help speed things up? 

Mr. Warshawsky. Senator, I regret to say I am not familiar with 
that issue. It is more a matter of tax administration. But we would 
be glad to get back to you on that question. 

Senator Kohl. OK. Finally, I was struck by the fact that you 
have devoted the bulk of your testimony to the administration’s 
proposed PBGC funding reforms. You make almost no mention of 
whether current tax incentives for retirement saving actually in- 
crease private and national saving. As I mentioned in my state- 
ment, the government now spends more on these incentives than 
Americans save. So how can you explain this? 

Mr. Warshawsky. We feel it is very important that the benefits 
that are promised to workers be assured that they get them. It is 
really a matter of simple fairness and equity. Senator. 

Senator Kohl. Alright. Mr. Chairman, thank you. 

The Chairman. Thank you. Senator Kohl. 

Senator Carper, your questions. 

Senator Carper. Do you pronounce your name “Warshawsky”? 
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Mr. Warshawsky. That is correct. 

Senator Carper. OK. Secretary Warshawsky, just for my pur- 
poses would you — I came in about halfway through your testimony. 
Just distill for me just into a couple of small nuggets the problem 
we are trying to address here. 

Mr. Warshawsky. The main problem we have, Senator, in the 
defined benefit system is that many plans — in fact, currently most 
plans — are significantly underfunded. Therefore, this poses a risk 
both to the Government through the Pension Benefit Guaranty 
Corporation and even more importantly to the plan participants of 
not getting the benefits that they are promised. 

That is the problem in a nutshell from the perspective of individ- 
uals and the Government, but there is also a macroeconomic prob- 
lem, and that is, underfunded pension plans tend to decrease na- 
tional savings, which is one of the points that we were talking here 
about as well. So it is actually a broader issue as well. 

Senator Carper. If we go back a decade or so, did we face the 
same problem? Were we facing the same problem in the 1990’s 
with underfunding of these pension funds? 

Mr. Warshawsky. Yes. In fact, as I described my own job at the 
Internal Revenue Service, I was hired actually to lead a research 
program on underfunded defined benefit plans because there were 
so many and the underfunding was so significant. In fact, it seems 
as if each business cycle we have a cycle of underfunding and then 
adequate funding, and then each cycle it seems to get worse and 
worse. So back then in the early 1990’s, there were significant 
problems with underfunded plans as well. 

Senator Carper. I seem to recall in the 1990’s there was a time 
when a number of employees thought their funds were overfunded, 
and they sought to take money out of their fund. 

Mr. Warshawsky. In the late 1990’s, as interest rates went up 
and stock prices went up, there was an apparent overfunding. But, 
of course, that was also related to how the liabilities were defined. 
If liabilities are correctly measured, we seem to find more under- 
funding than current law measurement of pension liabilities. 

Senator Carper. So what you are saying is this is a recurring 
problem. 

Mr. Warshawsky. Correct. 

Senator Carper. As we go through each business cycle, a cycle 
of the stock market going up and down, the problem gets worse 
over time. 

Again, just lay out for me again just briefly the cure, as pre- 
scribed by the administration. 

Mr. Warshawsky. The cure is several-fold. One aspect, which I 
emphasized in my testimony, is a simple but stronger set of fund- 
ing rules whereby. No. 1, assets and liabilities are marked to mar- 
ket, measured accurately, and the difference between assets and li- 
abilities, if the plan is underfunded, has to be made up within 
seven years. 

Senator Carper. Say that last part again? 

Mr. Warshawsky. In other words, if the plan is underfunded, if 
liabilities exceed assets, that difference has to be made up within 
seven years, which we feel is prudent — in other words, not too fast. 
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not too slow, it is key that it be done off of an accurate measure- 
ment of the liability. 

In addition, we also propose a new method of calculating PBGC 
premiums for that insurance program that will also reflect the risk 
that plans represent, so that if plans are underfunded but are 
sponsored by poor credit risks, they will have to pay a higher pre- 
mium, and also they have to pay more in funding for the plan be- 
cause they represent a larger risk to the PBGC as well as to the 
plan participants. 

We also have a proposal to increase disclosure. We feel it is very 
important that plan participants know how well funded their plans 
are, those are the main elements of the proposal. 

Senator Carper. What would you have us do? 

Mr. Warshawsky. We have the proposal, and as I understand it, 
it is being considered by the various committees — the Finance 
Committee, the House Ways and Means Committee, and the other 
relevant committees. We feel very strongly that this proposal 
would, in fact, cure the ills of the defined benefit system. 

Senator Carper. Are hearings taking place in the House and the 
Senate for the legislative committees? 

Mr. Warshawsky. We had hearings at the beginning of March, 
yes. 

Senator Carper. What is the prognosis? 

Mr. Warshawsky. I believe there is a good recognition of the 
problem, and I think there is an appreciation that the administra- 
tion has come forward with a comprehensive package, and I think 
there is great interest in it. 

Senator Carper. All right. Thanks very much. 

Senator Kohl [presiding.] Thank you very much. Senator Car- 
per, and, Mr. Warshawsky, we appreciate your being here today. 

[The prepared statement of Mr. Warshawsky follows:] 
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Introduction 

Good afternoon Chairman Smith, Ranking Member Kohl and mernbers of the 

Committee. I appreciate the opportunity to discuss the Administration’s proposal to 
reform and strengthen the single-employer defined benefit pension system against the 
background of the larger issue of promoting national saving. 

As far back as 1 776, Adam Smith identified capital accumulation as the key force in 
promoting growth in the wealth of nations. Smith also identified the key force in capital 
accumulation: increasing national savings. Since Smith’s time, almost all economists 
h ive come to understand the vital nature of national saving, and increasing saving has 
1- -come a standard policy prescription for enhancing economic grow th and rai mg living 
s tndards. 

W'e know the IJ.S. face ,i challenge as, the economy works through the implic'ilion.s of 
the retirement of the Baoy Boom generation. With the growth in the workforce set to 
slow and the average age of the population rising, maintaining steady growth in the 
standard of living will become more difficult. The Smith prescription shows the way out. 
Increase our savings, which will increase our accumulated capital, which will give each 
worker more and better tools to work with, which will raise productivity and secure a 
growing standard of living. 

Despite the fact that this prescription is well-knowm, the evidence suggests it is 
e.xceptionaily hard to follow. Net private saving (gross private saving less depreciation 
on plant, equipment, and housing stock) as a share of national income averaged about 1 1 
percent from 1955 through 1985, but since then has trended steadily down. Over the past 
ten years, it has averaged about 5- 1/2 percent of GDP, or about 5 percentage points below 
where it was during the decades of the 1950s, 60s, 70s, and most of the 80s. 
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One reason the saving prescription is difficult to follow is that incentives work against it. 
Our tax system, for example, has, for a long time, encouraged Americans to spend first 
and save second. To reverse, this, the Administration has worked hard to set in place the 
incentives that encourage saving. The Economic Growth and Tax Relief Reconciliation 
Act of 2001 (EGTRRA) cut the top tax rates which raised the after-tax rate of return on 
capital income - encouraging savings. The Jobs and Growth Tax Relief Reconciliation 
Act of 2003 (JGTRRA) cut taxes on capital income. 

But even with these positive changes, the Federal income tax code still discourages 
saving. To combat this, the President has proposed Retirement Savings Accounts, which 
would replace the complex array of retirement saving incentives currently in the tax code, 
such as IRAs, Roth IRAs, and similar saving vehicles. The President has also proposed 
Employer Retirement Savings Accounts to simplify the saving opportunities individuals 
have through their employers. The President’s Lifetime Savings Accounts would, for the 
first time, allow individuals to save on a tax-preferred basis for any purpose. This can be 
especially important to low-income individuals and families who need to save, but cannot 
afford to lock up funds for retirement that may be needed for an emergency in the near- 
term. The President also proposed Individual Development Accounts that would give 
extra financial incentive to certain low-income families to set aside funds for major 
purchases, such as a first home. 

Pensions also play a critical role in saving. Accumulating financial assets for future 
retirement is one of the main reasons households save at all. If individuals and 
households believe they will receive a pension in retirement, that influences their saving 
and asset accumulation behavior. If, in fact, those promised benefits not available 
because of pension underfunding, then the household’s saving, and aggregate national 
saving, is less than it otherwise would have been had their pension been adequately 
funded. 

I am pleased to have this opportunity to address you here today to discuss the 
Administration’s pension reform proposal for single-employer defined benefit plans. 
Today I’ll provide an overview of the pension reform proposal and describe how it fits 
into an agenda for enhancing national saving. I’ll also address some recent criticism and 
discuss how, contrary to that criticism, the proposal is unlikely to have any negative 
short-term macroeconomic consequences. 

The .Administration’s proposal 

The single-employer defined benefit pension system is in serious financial trouble. Many 
plans are badly underfunded, jeopardizing the pensions of millions of American workers. 
The insurance system protecting these workers in the event that their own pension plans 
fail has a substantial deficit. Such a deficit means that although the PBGC has sufficient 
cash to make payments in the near-term, without corrective action the insurance system 
ultimately will have inadequate resources to pay all future benefits owed to participants 
of failed plans. Currently, the PBGC is responsible for making benefit payments to more 
than one million participants of such plans. 
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The Administration believes that current problems in the system are not transitory, nor 
can they be dismissed as simply the result of restructuring in a few industries. These 
problems have been caused by the regulatory structure of the defined benefit system 
itself Correcting these problems and securing the retirement benefits of workers and 
retirees requires that the system be restructured. If we want to retain defined benefit 
plans as a viable option for employers and employees, fundamental changes must be 
made to the system’s regulatory structure to make it financially sound. Minor tinkering 
with existing rules will not be sufficient. 

A defined benefit pension plan is a trusteed arrangement under which an employer makes 
a financial commitment to provide a reliable stream of pension payments to employees in 
exchange for their service to the firm. One cannot expect that such obligations will be 
honored consistently if they are allowed to remain chronically underfunded as they are 
under current law. The incentives for financially sound plan funding must be improved 
or we will continue to see pension plans terminating with massive amounts of unfunded 
benefits. 

When pension plans default on their obligations participants often suffer lost benefits. 

For many retirees and near retirees these losses come at a time when they are unable to 
make up the shortfall through other means. In all cases, this Administration is committed 

"to'ehsuring thatpensron promises made are pension ■promises'kept; The-geal of-t-he - 

Administration’s proposed defined benefit pension reform is to enhance retirement 
security. The reforms are designed to ensure that plans have sufficient funds to meet 
accurately and meaningfully measured accrued obligations to participants and to ensure 
the financial solvency of the PBGC. 

The current defined benefit pension funding rules - which focus on micromanaging 
annual cash flows to the pension fund - are in need of a complete overhaul. These rules 
are needlessly complex and fail to ensure that many pension plans remain prudently 
funded. The current rules: 

• Measure plan assets and liabilities inaccurately. 

• Fail to ensure adequate plan funding. 

• Fail to allow sufficient contributions by plans in good economic times, making 
minimum required contributions rise sharply in bad economic times. 

• Permit excessive risk of loss to workers. 

• Are burdensome and unnecessarily opaque and complex. 

• Do not provide participants or investors with timely, meaningful information on 
funding levels. 

• Do not generate sufficient premium revenues to sustain the PBGC. 

• Create a moral hazard by permitting financially troubled companies with underfunded 
plans to make benefit promises they cannot keep. 

The President’s solution to these issues is to fundamentally reform the rules governing 
pension plan funding, disclosure and PBGC premiums, based on the following three 
simple principles: 
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• Funding rules should ensure pension promises are kept by improving incentives to 
fund plans adequately. 

• Workers, investors and pension regulators should be fully aware of pension plan 
funding status. 

• Premiums should reflect a plan’s risk and ensure the pension insurance system’s 
financial solvency. 

Such changes will increase the likelihood that workers and retirees actually receive the 
benefits that they have earned and will moderate future insurance costs borne by sound 
plan sponsors. Today I am going to discuss how the Administration’s initiative improves 
incentives for adequate plan funding. 

Meaningful and Accurate Measures of Assets and Liabilities 

Some argue that the best way to enhance retirement security is to create the appearance of 
well funded pension plans through the use of asset and liability smoothing and increased 
amortization periods for actuarial losses. 

Our view is there are significant risks associated with masking the underlying financial 
and economic reality bTundeffUnded pension plans. Failure to recognize risk because of 
the use of smoothing mechanisms results in transfers of risk among parties, in particular 
from plan sponsors to plan participants and the PBGC. One need only look at the losses 
incurred by many steel and airline plan participants and PBGC’s net position to see this is 
so. 

The first step in improving funding incentives, therefore, is to measure plan assets and 
liabilities accurately. We propose measuring liabilities on an accrual basis using a single 
standard liability measurement concept with minimal smoothing. The measure of 
accrued liability reflects whether plans are likely to remain ongoing or pose a risk of 
tennination. 

Ongoing liability is defined as the present value on the valuation date of all benefits that 
the sponsor is obligated to pay. Salary projections would not be used in determining the 
level of accrued benefits. Expected benefit payments would be discounted using the 
corporate bond spot yield curve that will be published by the Treasury Department based 
on market bond rates. Retirement assumptions will be developed using reasonable 
methodologies, based on the plan’s or other relevant recent historical experience. 

Finally, unlike the current liability measure under current law, plans would be required to 
recognize expected lump sum payments in computing their liabilities. 

At-risk liability measures liabilities that would accrue as a plan heads towards 
termination. At-risk liability would include accrued benefits for an ongoing plan, plus 
additional costs that arise when a plan terminates. These costs include acceleration in 
early retirements, increases in lump sum elections when available and the administrative 
costs associated with terminating the plan. 
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The following table provides a summary overview of the critical differences between the 
ongoing and at-risk liability assumptions. 



Onaolng Liabilitv 

At-Risk Liability 

Discount Rate 

Mortality Assumptions 
Retirement Assumptions 

Developed using relevant 

Yield Curve 

Set by Law 

Acceleration in retirement rates - individuals retire at 


recent historical experience. 

die earliest early retirement opportunity. 

Lump Sum Payments 

Developed using relevant 

Acceleration in lump-sum election. 


recent historical experience. 



Transaction Costs Not inciuded Included. Calculated by formula. 


Under our proposal, asset values used in determining minimum required and maximum 
allowable contributions will be based on market prices on the valuation date. No 
smoothed actuarial values of assets will be used as they mask the true financial status of 
the pension plan. 

One aspect of our liability measurement approach-thaLhas received. afak. amount of 
attention is the use of the yield curve to discount pension plan liabilities. Accuracy 
requires that the discount rates used in calculating the present value of a plan’s bene.fit 
obligations satisfy two criteria; they must reflect the timing of the future payments, and 
they should be based on current market-determined interest rates for similar obligations. 
The Administration proposes to replace the current law method with a schedule of rates 
drawn from a spot yield curve of high grade (AA) corporate bonds averaged over 90 
business days. Discounting future benefit cash flows using the rates from the spot yield 
curve is the most accurate way to measure a plan’s liability because, by matching the 
maturity of the discount rate with the timing of the obligation, it properly computes 
today’s cost of meeting that obligation. Use of a yield curve is a prudent and common 
practice; yield curves are regularly used in valuing other financial instruments including 
mortgages, certificates of deposit, etc. 

The Treasury Department has developed a corporate bond yield curve that is appropriate 
for this purpose. Our methodology allows spot yield curves to be estimated directly from 
data on corporate AA bonds. The process incorporates statistically unbiased adjustments 
for bonds with embedded call options, and allows for statistically unbiased projections of 
yields beyond a 30-year maturity. We recently published a white paper detailing our 
methodology (Creating a Corporate Bond Spot Yield Curve for Pension Discounting 
Department of The Treasury, Office of Economic Policy, White Paper, February 7, 2005) 
that is available on the Treasury Department web site. 

Our budget proposal to reform the calculation of lump-sum benefits also uses the yield 
curve for calculating the minimum lump sums. We propose to replace the 30-year 
Treasury rates used in detennining lump sum settlements under qualified plans. Using 
the yield curve to compute lumps sums and the funding required for an annuity eliminates 
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any distonions that would bias the participant’s payout decision. Under our proposal, 
lump sum settlements would be calculated using the same interest rates that are used in 
discounting pension liabilities; interest rates that are drawn from a zero-coupon corporate 
bond yield curve based on the interest rates for high quality corporate bonds. This reform 
includes a transition period, so that employees who are expecting to retire in the near 
future are not subject to an abrupt change in the amount of their lump sums as a result of 
changes in law. The new basis would not apply to distributions in 2005 and 2006 and 
would be phased in for distributions in 2007 and 2008, with full implementation 
beginning only in 2009.’ 

Funding Targets 

Under the Administration’s proposal, the appropriately measured accrued liability serves 
as a plan’s funding target. A plan’s target funding level for minimum required 
contributions will depend on the financial health of the plan sponsor. Plans sponsored by 
financially healthy firms (investment grade rated) will have a funding target of 100 
percent of ongoing liability. Less healthy plan sponsors (below investment grade rated) 
will have a funding target of 100 percent of at-risk liability. 

A sponsor is considered financially weak if the plan sponsor OR any significant member 
of the sponsor’scontrolledgrouphas NO senior unsecured debt-that- is-cTassified as 
investment grade by at least one of the nationally recognized rating agencies. 

Because at risk funding targets are likely to be significantly higher than ongoing targets, 
w'e provide a five year phase in period to the higher target for any plan whose sponsor 
becomes financially weak. The funding target during the phase-in period will be a 
weighted average of the ongoing and at-risk targets. ^ 

Accrued Benefits Funded 

Under the proposal, sponsors that fall below minimum funding levels would be required 
to fund up towards their appropriate target in a timely manner. If the market value of 
plan assets is less than the funding target for the year, the minimum required contribution 
for the year would be equal to the sum of the applicable normal cost for the year and the 
amortization payments for the shortfall. Amortization payments would be required in 
amounts that amortize the funding shortfall over a 7-year period. The initial amortization 
base is established as of the valuation date for the first plan year and is equal to the 
excess, if any, of the funding target over the market value of assets as of the valuation 
date. The shortfall is amortized in 7 annual level payments. For each subsequent plan 
year, if the sum of the market value of assets and the present value of future amortization 
payments is less than the funding target, that shortfall is amortized over the following 7 


' This is a different yield curve phase-in schedule than proposed for the use of the yield curve in 
discounting pension liabilities for minimum funding purposes. 

’ The proposal includes a detailed description of the transition rules that govern the phase-in of the higher 
funding target when a plan changes status from ongoing to at-risk. See the Treasury Blue Book for more 
information at httph/www.treas.gov/offices/tax-Dolicv/librarv/bluebkOS.pdf . 
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years. If the sum of the market value of assets and the present value of future 
amortization payments exceeds the funding target, no new amortization base would be 
established for that year and the total amortization payments for the next year would be 
the same as in the prior year. When, on a valuation date, the market value of the plan’s 
assets equals or exceeds the funding target, then the amortization charges would cease 
and all existing amortization bases would be eliminated.^ 

Benefit Limitations 

The reform proposal will include benefit limitations for seriously and severely 
underfunded plans. Benefit restrictions serve three critical purposes. First, they will limit 
liability growth as a plan becomes progressively underfunded relative to its funding 
target. It is important to arrest the growth of unfunded liabilities in order to ensure that 
plan participants will collect benefits that they accrue. Under current law, sponsors of all 
but the most severely underfunded plans can allow additional benefits to accrue and in 
many situations, even make benefit improvements. Plan sponsors in financial trouble 
have an incentive to provide generous pension benefits, rather than increase current 
wages, and employees may go along because of the PBGC guarantee. This increases the 
likely losses faced by participants and large claims to the PBGC. The second purpose of 
benefit restrictions is to guard against this type of moral hazard. Third, but certainly not 
-least importantly, Fbelieve-benefrt restrictions will-serve-as-a-very-powerful-incentive&ir- 
plan sponsors to maintain well funded plans. 

Plans with financially weak sponsors that are funded at a level of between 60 and 80 
percent of their targets will be prohibited from offering lump sums or increasing benefits. 
If funding falls below 60 percent of target liabilities accruals will also stop and there will 
be no preferential funding of executive compensation. Plans with healthy sponsors will 
be prohibited from increasing benefits or providing lump sum payments if they are 
funded at less than 60 percent of their target. Underfunded plans with sponsors in 
bankruptcy will also be subject to benefit limits. 

Increased Deductibility 

The Administration proposed reforms provide real and meaningful incentives for plans to 
adequately fund their accrued pension obligations. The Administration plan matches 
these new funding responsibilities with new opportunities - an enhanced ability to pre- 
fund obligations on a tax-preferred basis. Under the Administration’s proposal, plans 
will be able to build two separate funding cushions. The first is equal to 30 percent of 
ongoing liability and the second allows for prefunding of some expected salary increases 
for final pay plans, and expected future plan amendments, based on the amendment 
experience of the last six years, for flat dollar plans. In addition, plans will always be 
able to deduct contributions that bring a plan’s funding level up to at-risk liability. 


’ This description draws on the description in the Treasury Blue Book. 
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Higher limits for deductible contributions, along with existing authority to allocate plan 
assets and hedge investment and interest rate risk, will provide sponsors with the tools 
they need to smooth contributions over time. We believe that providing sponsors these 
tools will not only allow for more effective contribution smoothing than is accomplished 
using the mechanisms embodied in current law, but it will also allow sponsors to 
optimally balance contribution smoothing with other investment objectives. 

Disclosure 

The financial health of defined benefit plans must be transparent and fully disclosed to 
the participants and their families who rely on the promised benefits. While ERISA 
includes a number of reporting and disclosure requirements that provide workers with 
information about their employee benefits, the timeliness and usefulnes.s of that 
information must be improved. 

The President’s proposal would change the disclosures required on the annual report filed 
with the government, Form 5500 and the Summary Annua! Report provided to 
participants (SAR), On the Form 5500, plans would be required to disclose the plan’s 
ongoing liability and at-risk liability whether or not the plan sponsor is financially weak. 
The Schedule B actuarial statement would show the market value of the plan’s assets, its 
ongoing liability and its at-risk liability. 

Information provided in the SAR to workers and retirees would be more meaningful and 
timely. It would include a presentation of the funding status of the plan for each of the 
last three years. The funding status would be shown as a percentage based on the ratio of 
the value of the plan’s assets to its funding target. In addition, the SAR would include 
information on the company’s financial health and on the PBGC guarantee. The due date 
for furnishing the SAR for all plans would be accelerated to 15 days after the filing date 
for the Fonn 5500. 

The proposal also would provide for more timely disclosure of Schedule B information 
for plans that cover more than 100 participants and that are subject to the requirement to 
make quarterly contributions for a plan year (i.e., a plan that had assets less than the 
funding target as of the prior valuation date). The deadline for the Schedule B report of 
the actuarial statement would be shortened for those plans to the 1 5* day of the second 
month following the close of the plan year, or February 15 for a calendar year plan. If 
any contribution is subsequently made for the plan year, the additional contribution 
would be reflected in an amended Schedule B that would be filed with the Form 5500. 

Another important aspect of the proposal is allowing broader access to data submitted to 
PBGC. Under our proposal, the Section 4010 information filed with the PBGC would be 
made public, except for the information subject to Freedom of Information Act 
protections for corporate financial information, which includes confidential “trade secrets 
and commercial or financial information.” 


PBGC Premiums 
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The pension insurance premium structure also is in need of reform. Our plan increases 
incentives for plan funding and provides the pension insurance system with adequate 
revenues to eventually restore it to financial health. The flat rate premium will be 
immediately increased from $ 1 9 to $30 per participant to reflect wage growth since 1 99 1 
when the $ 1 9 rate was set. In the future, the flat premium rate will be updated annually 
using the same index that is used to update PBGC’s maximum guarantee limits. This 
provision will allow the price and level of insurance coverage to grow at the same rate in 
the future. 

The proposal will also introduce a more robust system of risk-based premiums. Risk 
based premiums will be charges levied on unfunded target liabilities for all plans. Two 
key differences distinguish risk-based premiums under the proposal from the variable rate 
premiums of current law. First, the liability on which underfunding is measured for 
premium purposes is the same liability measure used for the plan’s funding target. 

Second, all plans with unfunded liabilities will pay risk-based premiums. This feature of 
risk-based premiums should provide a much stronger incentive to maintain adequately 
funded plans. 

Credit Balances 


_J.’.d..like to^ay.a.few--w.ords about credit balances. -Credit-balances are createdovhen a-plan - 
makes a contribution that is greater than the required minimum. Under current law, the 
credit balance, plus an assumed rate of return, can be drawn down to satisfy future 
minimum contribution requirements. Credit balances that allow underfunded plans are 
undesirable and dangerous because they create funding holidays as plans become 
increasingly underfunded and prolong the amount of time that such plans can remain 
below their funding targets, leaving participants at greater risk. One need only consider 
the case of Bethlehem Steel to see how significant an issue this is. Just marking credit 
balances to market is not sufficient to solve the problem if underfunded plans are still 
able to take funding holidays. 

It is critical to note that while our proposal does away with “credit balances” as currently 
construed, it does not reduce the incentives for plan sponsors to contribute above the 
minimum. In the Administration’s proposal, the focus of the reformed funding rules on 
assets and accrued liabilities means that pre-funding pays off in a reduction in future 
required minimum payments. Plans that have made higher than minimum contributions 
in past years do not lose the value of such contributions. These contributions increase the 
value of plans assets relative to liabilities and, other things equal, reduce plan 
underfunding and decreases future amortization payments. In combination with the rest 
of the proposal, there is more than adequate incentive for plan sponsors to fund above the 
minimum. In fact here are four other reasons that employers might choose to contribute 
more than the minimum: (1) The increased deductibility provisions allow sponsors to 
accumulate on a pre-tax basis; (2) Disclosure of funded status to workers will encourage 
better funding; (3) A better funded status results in lower PBGC premiums, and (4) A 
better funded status make benefit restrictions less likely. 


9 
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Saving and Macroeconomic Effects 

National Saving 

As I have described, one important goal of the Administration’s proposal is to ensure that 
plans have sufficient funds on hand to meet accurately and meaningfully measured 
accrued obligations to participants. 

The current rules often fail to ensure adequate plan funding - recent history has made this 
obvious. Formally we might say that the current set of rules has created a partially pay- 
as-yoLi go private pension system by allowing some accrued liabilities to be unfunded. 
That is, in general, because when plans are not fully funded, the system basically operates 
by transferring contributions associated with younger workers to the current retired 
workers. 

The funding rules proposed by the Administration, whereby sponsors that fall below the 
accurately measured minimum funding levels are required to fund up towards their target 
in a timely manner, move the system in the direction of being fully-funded. In a fully- 
funded system the contributions associated with each generation of workers are invested 
and fund their own retirements. A basic result in macroeconomics is that a pay-as-you- 
go system results in less-saving, a slower rate of eapital-aecumulat-ion-,-and-a-lower steady 
state capital stock. Therefore the Administration’s proposal - through the move towards 
more fully funded private defined benefit pensions - is consistent with the Administration 
goal of increasing saving and greater capital accumulation. 

Macroeconomic Effects 

Recently some analysts have expressed concern that the Administration pension funding 
proposal could have negative macroeconomic effects. They suggest these effects will 
come through depressed business investment by underfunded plan sponsors, some of 
whom will face higher contributions under the Administration's proposal. 

I understand that these concerns may be widely held - and are likely to be repeated by the 
proposals detractors. In fact, in my opinion, sound economic analysis strongly suggests 
that there are no short- or long-term macroeconomic risks associated with reforming 
pension funding rules. Quite the contrary, the proposal’s long-term economic effects will 
be positive. 

Well-functioning capital markets allow companies to finance attractive investments even 
if they face short-term demands on their current cash flows. For that reason, many 
economists believe that there is little link between a company’s cash flows - including its 
pension funding requirements - and its investment decisions. This suggests that as a 
general matter, pension contributions are unlikely to cause a reduction in the plan 
sponsor’s investment pattern. 
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There is a strand of economic literature that suggests there is a link between short-term 
cash flow demands and investment decisions. However, I believe that some of the 
analysts who have referenced this literature in analyzing a highly stylized and in many 
respects inaccurate version of the Administration’s proposal have misused the literature’s 
results and overstated the effects - if any - of the proposal on plan sponsor investment 
behavior. 

More importantly, it is critical to recognize that pension contributions finance investment 
throughout the economy. The monies directed into pension accounts are invested in 
stocks and bonds, thereby deploying these resources throughout the economy. 1 believe 
some analysts who have expressed concern about the macroeconomic effects of the 
Administration’s proposal are mistakenly considering only investment by affected plan 
sponsors, and thus fail capture this additional investment. This may lead them to 
mistakenly attribute negative macroeconomic effects to the Administration’s proposal. 

As 1 have described, I believe there will be no negative short-term macroeconomic effects 
of the Administration’s pension proposal. If there were effects, 1 am confident that these 
de minimus short-term effects of the proposal would be outweighed by its long-term 
beneficial effects of increasing saving and capital accumulation. 

- Gonclusion — — — 

Defined benefit plans are a vital source of retirement income for millions of Americans. 
The Administration is committed to ensuring that these plans remain a viable retirement 
option for those firms that wish to offer them to their employees. The long run viability 
of the system, however, depends on ensuring that it is financially sound. The 
Administration’s proposal is designed to put the system on secure financial footing in 
order to safeguard the benefits that plan participants have earned and will earn in the 
future. We are committed to working with Congress to ensure that effective defined 
benefit pension reforms that protect worker’s pensions are enacted into law. 

It has been my pleasure to provide this discussion of the proposal. I look forward to 
discussing the proposal and the motivations for the proposal further and answering any 
additional questions you may have. 
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Senator Kohl. On the second panel, if you would like to step up, 
we have J. Mark Iwry, who is a nonresident senior fellow of eco- 
nomic studies at the Brookings Institution in Washington, DC; Eu- 
gene Steuerle, senior fellow, the Urban Institute, here in DC; 
James Klein, president, American Benefits Council, Washington, 
DC; and John Kimpel, Fidelity Investments, senior vice president 
and deputy general counsel, here in Washington, DC. 

So maybe we will start on my left with Mr. Iwry and give you 
each brief opportunity to make your opening statements so we will 
have some time to ask a question or two. Mr. Iwry. 

STATEMENT OF J. MARK IWRY, NONRESIDENT SENIOR FEL- 
LOW, ECONOMIC STUDIES, THE BROOKINGS INSTITUTION, 

WASHINGTON, DC 

Mr. Iwry. Mr. Chairman, thank you. I am Mark Iwry. I am 
happy to be here with you. I commend you for holding this hearing. 
I would like to start out by noting that our private pension system 
has put together what is probably the largest pool of investment 
capital in the world, over $5 trillion in defined benefit, defined con- 
tribution plans, and IRAs, most of it rolled over from employer 
plans. It covers about two-thirds of the workforce at some point in 
people’s lives, and at any given moment about half the workforce 
is in an employer plan of one kind or another. It has done a great 
job of delivering meaningful benefits to millions of working fami- 
lies. 

At the same time, we can do much more to make the system ef- 
fective in encouraging saving. We spend about $175 billion — that is 
Treasury’s estimate — on tax incentives for employer plans and 
IRAs. Much of it is skewed, as. Senator Kohl, you said, toward the 
people at the top, more skewed than it ought to be. One reason is 
that the tax preference is based on tax deductions. In other words, 
its value is proportional to your tax bracket. If you are in the 35- 
percent bracket and you have $1 that you contribute to a tax-pre- 
ferred plan, you get 35 cents’ worth of tax savings. So the dollar 
costs you a dollar minus 35, or 65 cents to save. If you are in the 
10-percent bracket, you get a dime’s worth of tax savings so that 
it costs you 90 cents to save. This is essentially an upside down 
system. We are giving the most incentive to the people who need 
it the least, who have the most wherewithal already. We are giving 
the least incentive to the people who need it the most for whom re- 
tirement savings actually would represent security and not just in- 
creased affluence. 

It follows that we need to target our efforts more toward the 
three out of four Americans who are in the 15-percent bracket, the 
10-percent bracket, or, in fact, the 0-percent income tax bracket, 
people who pay their payroll taxes but do not owe any income tax, 
and to level the playing field. As you said. Senator Kohl, the sav- 
er’s credit does that. It is the most significant and probably the 
only major Federal legislation that is directly targeted toward pro- 
moting retirement saving for the majority of the working popu- 
lation. 

Contrary to what Mr. Warshawsky said, who I very much respect 
personally, it is not complex. It could hardly be simpler. You con- 
tribute to a 401(k) or an IRA and you get a 50-percent tax credit. 
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or a tax credit at a lower percentage. Instead of the amount you 
get for saving being dependent on how well off you are, it is de- 
pendent on how much you save. It makes a lot more sense than 
the deduction-based tax incentives. Even though many people have 
not heard of the saver’s credit, 5.3 million people took advantage 
of it in its first year, 2002, and again in 2003. 

Mr. Warshawsky, I respectfully suggest, is dead wrong when he 
says it is hard to market. It is not even a product. People do not 
market the saver’s credit by itself. You market 401(k)s. You market 
IRAs. You market savings. The saver’s credit is one of the tools 
that helps you market those because it is an additional benefit that 
people get when they do contribute to a 401(k) or another employer 
plan or an IRA, and something that H&R Block can attest is actu- 
ally very easy to get. They helped a million people last year get a 
saver’s credit in connection with their contributions. It costs less 
than 1 percent of the entire tax incentive package that we give em- 
ployer plans and IRAs. Less than one percent of that tax expendi- 
ture is the cost of the saver’s credit, but, unfortunately, it is about 
to expire at the end of next year. It is not refundable so over 50 
million people intended to get it do not get it. It does not reach 
high enough into the lower-middle-income and middle-middle-in- 
come groups. We need to make those three changes to further im- 
prove it. 

The other thing I would like to talk about very briefly is some- 
thing that, Mr. Chairman, you described at the beginning of your 
remarks — automatic enrollment. The impact and the power of tell- 
ing people that they are in a 401(k) unless they want to opt out, 
giving them advance notice and giving them a chance to opt out at 
any time, is huge. One study showed that in a particular company 
the 401(k) participation by low-income people was 13 percent when 
they had the traditional method of enrollment, you have to sign up. 
They switched to automatic enrollment, so you are automatically in 
unless you sign out of the plan. It went from 13 to 80 percent. 
These are people earning less than $20,000 a year. Similarly, for 
Hispanic Americans, a similarly dramatic increase in participation, 
from less than half to way more than half. 

The other things I would suggest that you consider, Mr. Chair- 
man and the other members of the committee, in thinking about 
promoting automatic enrollment are the related escalation of con- 
tributions, making it easier for employers to say, you know, we will 
not only put everybody in the plan at three percent of pay at the 
beginning or four percent of pay, whatever the employer is com- 
fortable with, but over time we will make it easier for you to step 
up. Maybe next year it will be five percent, and a couple years later 
it will be six percent. But you can always step off the escalator. 
Anyone can opt out or say, “I want to stay at three percent. That 
is all I want to do.” 

The Chairman [presiding.] Can you speak to Senator DeMint’s 
comment earlier that low-income people do not really have a lot of 
discretionary money, but where it is automatic and they do not opt 
out, is there any study in terms of satisfaction level with such a 
thing? 

Mr. IWRY. There are studies that suggest that lower-income peo- 
ple, contrary to what we might think, actually want to save and 
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do respond to saving incentives. When you give them a chance to 
save, especially if you give them a match, offer them a matching 
contribution, whether it is a tax credit or money deposited in an 
account, they do tend to step up and save. 

I was at a focus group a few days ago, apropos of your question. 
Senator, where we had nine moderate- to lower-income people 
around the table who are eligible for a (k) plan and none of them 
were in it. They were asked why. You know, what is keeping you 
out? Why aren’t you saving? Then they were introduced to this 
automatic enrollment concept and asked: What do you think of 
this? Does this bother you? Is it a good thing? 

One woman there, about 39 years old, says, “I have been working 
since I was 16. I haven’t saved a penny.” Once she understood 
what automatic enrollment was about, she said, ‘You know, my 
company has a 401(k). I didn’t even know it existed. I found out 
about it by accident the other day after several years of being with 
the company. If I had been put in automatic enrollment back when 
I was 16, it would have been” — in her words — “a beautiful thing. 
I would have just gone ahead, I would have seen the money accu- 
mulate, and I would have a real nest egg now.” 

My suggestion is that these techniques that are focused on lower- 
income people not only work in the sense that people really re- 
spond — I mean, 5.3 million people are doing this right now, and 
they are all folks — most of them are — they are all below $50,000 
in income, and it is something people have barely even heard of 

My suggestion would be also that when you do focus on lower- 
income people with savings incentives, it increases saving. That, 
after all, is the topic, the focus of your hearing today. What is the 
impact on saving? Give savings incentives to people of moderate in- 
come, they tend to actually save more. Give savings incentives to 
people who are very affluent, it is a mixed bag. There is a lot of 
shifting. A lot of us will take money that has been in a different 
account that is not tax-favored, and we will just move it over to the 
tax-favored account. No net increase in personal saving, no net in- 
crease in national saving. Net decrease in national saving because 
we just spent some tax expenditure, the Government just gave a 
tax break to an individual who did not actually increase his or her 
saving, but just shifted it around. So I think it makes eminent good 
sense to focus on the moderate- and lower-income. 

[The prepared statement of Mr. Iwry follows:] 
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Testimony of J. Mark Iwry^ 

Before the Special Committee on Aging 
United States Senate 

April 12, 2005 


Chairman Smith, Ranking Member Kohl, and Members of the Committee, I 
appreciate the opportunity to appear before you to discuss the role of employer- 
sponsored retirement plans in increasing national savings.^ 

This written statement is organized as follows: Section I briefly assesses the 
private pension system in the context of national savings and considers several 
general aspects of the system that need improvement. Sections II through V 
present four different strategies for reform, each addressing a key area in which 
the private pension system needs improvement. Section II makes the case for 
expanding the “saver's credit’’ for moderate- and lower-income savers. Section 
III discusses automatic enrollment and related strategies for expanding coverage 
in the 401 (k) universe. Section IV presents a related automatic investment 
strategy designed to improve investment performance by shifting the system 
from employee self-direction to increased reliance on professional investment 
strategies and management. Section V turns to the defined benefit part of the 
employer plan system and explores a possible legislative framework for resolving 
the controversy and uncertainty affecting cash balance pension plans. 


’ The witness is a lawyer, Senior Adviser to the Retirement Security Project. Nonresident Senior Fellow of the Brookings 
Institution, and a Research Professor in Public Policy at Georgetown University. He served as the Benefits Tax Counsel 
of the U.S. Department of the Treasury from 1995 ttirough 2001. Furttier biographical information is attached, as 
requested by the Committee. 

The views expressed in this testimony are those of the witness alone. They should not be attributed to the staff, officers, 
or trustees of the Brookings Institution, to Georgetown University, to TTie Pew Charitable Trusts, to The Retirement 
Security Project, or to any other institution or organization. 

^ Because I have been asked to address some of the same issues in previous congressional testimony before other 
committees of the Senate and the House of Representatives, this written statement draws heavily on previous written 
statements that I have submitted as testimony before other committees as well as on articles or policy briefs that I have 
authored or co-authored on these topics (including substantial passages drawn verbatim from the previous testimony and 
articles or policy briefs). The previous testimony and writings include the following; Testimony of J. Mark Iwry Before the 
Committee on Education and the Workforce, Subcommittee on Emj^oyer-Empioyee Relations, U.S. House of 
Representatives (April 29. 2004); Testimony of J. Mark Iwry Before Ihe Committee on Education and the Workforce. 
Subcommittee on Employer-Employee Relations, U.S, House of Representatives (June 4, 2003); William G. Gale. J. Mark 
Iwry and Peter R, Orszag, ‘The Saver’s Credit" (Retirement Security Project. February 2005); William G. Gale, J Mark 
Iwry and Peter R. Orszag. “The Automatic 401(k): A Simple Way to Strengthen Retirement Savings” (Retirement Security 
Project, March 2005); William G. Gale. J. Mark Iwry, “Automatic Investment: Improving 401 (k) Portfolio Investment 
Choices” (Retirement Security Project, April 2005). 

The three listed policy briefe were written under the auspices of the Retirement Security Project and are available at 
www.retirementsecurityproject.org. The Retirement Security Project is supported by The Pew Charitable Trusts in 
partnership with Georgetown University’s Public Policy Institute and the Brookings Institution. 
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No attempt is made here to be comprehensive or to touch on all of the major 
pension issues. Private pension issues and potential reforms are numerous and 
complex. One of the major areas not treated here, for example, is the set of 
problems and potential solutions relating to defined benefit pension funding and 
the role of the Pension Benefit Guaranty Corporation (PBGC). (However, as 
noted, the testimony does address what is perhaps the other most significant 
issue affecting the defined benefit universe: the fate of hybrid pension plans 
(such as cash balance plans) that combine defined benefit and defined 
contribution characteristics.) 

Among the other topics not addressed in this testimony are several that are 
beyond the scope of this hearing, including issues relating to stand-alone 
individual accounts as opposed to employer-sponsored plans: these would 
include the possible rote of universally available progressive government 
matching contributions to individual savings accounts; the potential for increased 
saving through direct deposit to IRAs or other savings accounts of bifurcated 
income tax refunds; and various other issues relating to IRAs (including the 
administration's proposed “lifetime savings accounts" and “retirement savings 
accounts”). 

I. Where Does Our Current Private Pension System Fall Short? 

A. Taxpayers’ Current Investment in Private Pensions 

For decades, the US tax code has provided preferential tax treatment to 
employer-provided pensions, 401 (k) plans, and individual retirement accounts 
(IRAs) relative to other forms of saving. These tax preferences represent a 
significant investment by the taxpayers, who effectively are partially subsidizing 
the private pension system. The T reasury Department has estimated the cost of 
the tax-favored treatment for pensions and retirement savings - the amount by 
which the pension tax advantages reduce federal tax revenues - as having a 
present value in the neighborhood of $174 billion. This present-value estimate is 
designed to take into account not only the deferral of tax on current contributions 
and on earnings on those contributions but also the tax collected when the 
contributions and earnings are distributed in the future, whether within or beyond 
the “budget window” period.^ 

Of this total, nearly half is attributable to section 401 (k) plans (as opposed to 
other employer and self-employed plans and IRAs).'* Because large portions of 
the employer-sponsored defined benefit plan universe are in each of the private 
sector and the public (mainly state and local government) sector, a significant 
percentage of the tax expenditure for non401(k) pensions is attributable to the 
plans in each of those sectors. 


’ Budget of the U.S. Government, Fiscal Year 2006, Analytical Perspectives ("FY 2006 Analytical Perspectives") 

FY 2006 Analytical Perspectives. The budget documente also contain other tax expenditure estimates that are based on 
alternative methods. 
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B. Effectiveness of Pension Tax Subsidies in Promoting Security and Savinas 

The effectiveness of this system of subsidies remains a subject of controversy. 
One can readily conclude, in assessing our nation's private pension system, that 
the glass is half full or that the glass is half empty. 

The system has been quite successful in important respects, it has provided 
meaningful retirement benefits to millions of workers and their families, and has 
amassed a pool of investment capital exceeding $11 trillion (including IRAs and 
retirement plans maintained by federal, state and local governments) that has 
been instrumental in promoting the growth of our economy®. Some two thirds of 
families will retire with at least some private pension benefits, and at any given 
time, employer-sponsored retirement plans cover about half of the U.S. work 
force.® 

However, the benefits earned by many are quite small relative to retirement 
security needs. Despite the accumulation of vast amounts of wealth in pension 
accounts, concerns persist about the ability of the pension system to raise private 
and national saving, and in particular to improve saving among those households 
most in danger of inadequately preparing for retirement. Those moderate- and 
lower-income households are disproportionately represented among the roughly 
75 million workers and spouses who are excluded from the system. They are far 
less likely to be covered by a retirement plan.^ When they are covered, they are 
likely to have disproportionately small benefits and, when eligible to contribute to 
a 401 (k) plan, are less likely to do so. (Fewer still contribute to IRAs.) 

Accordingly, the distribution of benefits - retirement benefits and associated tax 
benefits - among households by income is tilted upwards. 

Yet providing retirement security for moderate- and lower-income workers - in 
other words, for those who need it most - should be the first policy priority of our 
tax-qualified pension system. This is the case not only because public tax dollars 
should be devoted to enhancing retirement security as opposed to retirement 


® Board of Governors, United States Federal Reserve System. Statistical Release Z.1 , Row of Funds Accounts of the 
United States (Mardi 10, 2005), tables L.119, 120, 121, 225. This rough figure is as of the end <^2004. It is unclear how 
much of these accumulated assets in retirement plans represent net national saving (private saving plus public saving), 
because this dollar amount has not been adjusted to reflect ttie puWic dissaving attributable to government tax 
expenditures for pensions or to reflect any household debt or reduction in other private saving attributable to these 
balances. See Eric Engen and William Gale, The Effects of 401 (k) Plans on Household Wealth; Differences Across 
Earnings Groups." NBER Working Paper No. 8032 (Cambridge, Mass.: National Bureau of Economic Research, 
December 2000). 

® Testimony of J. Mark Ivwy, Benefits Tax Counsel. Office of Tax Policy, Department of the Treasury, before the 
Committee on Health, Education, Labor and Pensions, United States Senate (Sept. 21 , 1999) (“Sept. 21 , 1999 
Testimony"). 

^ it has been estimated that over 80% of individuals wth earnings over $50,000 a year are covered by an employer 
retirement plan, while fewer than 40% of individuals witti Incomes under $25,000 a year are covered by an employer 
retirement plan. See Testimony of Donald C. Lubick, Assistant Secretary (Tax Policy), U.S. Department of the Treasury, 
before the House Committee on Ways and Means, Subcommittee on Oversight, page 6 (March 23, 1999) (‘Treasury 1999 
Testimony"). 
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affluence - minimizing the risk of poverty or near-poverty in old age, reducing 
retirees’ need for public assistance and potentially reducing pressure on the 
nation’s Social Security system.® It is also because targeting saving incentives to 
ordinary workers tends to be a more effective means of promoting the other 
major policy goal of our pension system: increasing national saving. 

Pensions can be viewed as increasing national saving to the extent that the 
saving attributable to pensions (net of any associated borrowing or other 
reductions in other private-sector saving) exceeds the public dissaving 
attributable to the tax preferences for pensions. Accordingly, the issue can be 
framed in terms of the efficiency of tax expenditures in promoting saving: how 
much “bang for the buck" do particular incentives provide in terms of added 
saving? To what extent do particular types of tax preferences give taxpayers 
good money’s worth on the tax dollars they have invested in those preferences? 

Tax expenditures that are of use mainly to the affluent tend to be inefficient to the 
extent that they induce higher-income people simply to shift their other savings to 
tax-favored accounts, direct to tax-favored accounts current income that would 
otherwise be saved in nontax-favored vehicles, or offset additional contributions 
with increased borrowing. To the extent such shifting occurs, the net result is 
that the pensions serve to shelter income from tax, rather than as a vehicle to 
increase saving, and the loss of government revenue does not correspond to an 
increase in private saving. 

In contrast, contributions and saving incentives targeted to moderate- and lower- 
income workers - households likely to have little if any other savings or assets 
that could be shifted into tax-preferred accounts - tend to increase net long-term 
saving rather than merely shifting assets.® This enhances retirement security for 
those most in need and advances the goals of our tax-favored pension system in 
a responsible, cost-effective manner. 

These goals have been articulated by the Department of the T reasury In 
congressional testimony as follows: 

“First, tax preferences should create incentives for expanded coverage 
and new saving, rather than merely encouraging individuals to reduce 
taxable savings or increase borrowing to finance saving in tax-preferred 
form. Targeting incentives at getting benefits to moderate- and lower- 
income people is likely to be more effective at generating new saving.... 

“Second, any new incentive should be progressive, i.e., it should be 
targeted toward helping the millions of hardworking moderate- and lower- 
income Americans for whom saving is most difficult and for whom pension 


® Treasury 1999 Testimony, page 3. 

® See Engen and Gale (2000) and Daniel Benjamin, "Does 401(k) Eligibility Increase Saving? Evidence from Propensity 
Score Subdassification,” Journal of Public Eonomics 07. no. 5-6 (2003): 1259-90. 
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coverage is currently most lacking. Incentives that are targeted toward 
helping moderate- and lower-income people are consistent with the intent 
of the pension tax preference and serve the goal of fundamental fairness 
in the allocation of public funds. The aim of national policy in this area 
should not be the simple pursuit of more plans, without regard to the 
resulting distribution of pension and tax benefits and their contribution to 
retirement security. ... 

“Third, pension tax policy must take into account the quality of coverage: 
Which employees benefit and to what extent? Will retirement benefits 
actually be delivered to all eligible workers, whether or not they individually 
choose to save by reducing their take-home pay?’’^° 

C. Why the System Does Not Do More to Benefit Moderate- and Lower-Income 

Households 


There are a number of reasons why the system is not doing more to address the 
needs of moderate- and lower-income workers. 

First, tax incentives - the “juice" in our private pension system - have traditionally 
been structured in such a way that they prove to be of little if any value to lower- 
income households. This is because these tax incentives, though intended to 
encourage participation in employer-based retirement plans and IRAs, consist 
primarily of exclusions and deductions from federal income tax. Pension 
contributions and earnings on those contributions are treated more favorably for 
tax purposes than other compensation: they are excludible (or deductible) from 
income until distributed from the plan, which typically occurs years if not decades 
after the contribution is made. However, the value of this favorable tax treatment 
depends on the taxpayer’s marginal tax rate: the subsidies are worth more to 
households with higher marginal tax rates, and less to households with lower 
marginal rates. 

Workers who pay payroll taxes but no income taxes or income taxes at a low 
marginal rate derive little or no value from an exclusion from income (or tax 
deduction) for contributions to a plan, earnings on those contributions, or 
distributions of the contributions and earnings. Roughly three out of four 
American households are in the 15 percent, 10 percent or zero income tax 
brackets. Thus, for example, a taxpaying couple with $6,000 in deductible IRA 
contributions saves $2,100 in tax if they are in the 35 percent marginal tax 
bracket, but only $600 if they are in the 10 percent bracket.'^ 

The income tax incentive approach, as currently structured, thus reflects a 
mismatch between subsidy and need. The tax preferences tend to encourage 


Treasury 1999 Testimony, pages 3-4. 

’’ Some of this difference may be recouped when the contributions are withdrawn and taxed, if families who are in lower 
tax brackets during their working years are also in lower tax brackets in retirement. 
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saving least for those who most need to save more to provide for basic needs in 
retirement, and most for those who need to increase their saving least (who are 
least likely to need additional saving to achieve an adequate living standard in 
retirement)^^ As discussed in the next section of this testimony, below, tax 
credits - even nonrefundable tax credits such as the saver’s credit for 401 (k) and 
IRA contributions under section 25B of the Internal Revenue Code -- would help 
address this problem. 

Second, and more obviously, after spending a higher proportion of their income 
on immediate necessities such as food and shelter, lower-income families often 
have little if anything left over to save. 

Third, lower-income families have less access to financial markets and credit and 
tend to have little if any experience with tax-advantaged financial products, 
investing and private financial institutions. 

Fourth, the qualified plan rules permit many moderate- and lower-income 
workers to be excluded from coverage. The rules provide considerable leeway 
with respect to proportional coverage of moderate- and lower-income employees, 
and do not require any coverage of millions of workers whose work 
arrangements are part-time, based on independent contractor status, contingent, 
or otherwise irregular. 

Reflecting these structural deficiencies, the nation’s pension system betrays 
several serious shortcomings. First, only half of workers are covered by an 
employer-based pension plan in any given year, and participation rates in IRAs 
are substantially lower. Second, even workers who participate in tax-preferred 
retirement saving plans rarely make the maximum allowable contributions. Only 
5 percent of 401 (k) participants make the maximum contribution allowed by law, 
and only 5 percent of those eligible for IRAs make the maximum allowable 
contribution.^® Third, despite the shift from defined benefit to defined contribution 
plans, many households approach retirement with meager defined contribution 


See, for example. Eric M. Engen, William G. Gale, and Cori E, Uccello, "The Adequacy of Household Saving," 
Brookings Papers on Economic Activity, no. 2 (1999): pp. 65-165. 

’^For example, an unpublished sfcidy by a Treasury economist found that only 4 percent of taxpayers eiigibie for 
conventional IRAs In 1995 made the maximum allowable $2,000 contribution. Robert Carroll, “IRAs and the Tax Reform 
Act of 1997,” Office of Tax Analysis. Department of the Treasury, January 2000. For IRA contributors at the limit, see also 
Craig Copeland. "IRA Assets and Characteristics of IRA Owners.' EBRI Notes. December 2002. Other studies have 
found only a small percentage of 401 (k) contributors to be constrained by the statutory dollar maximum. For example, the 
General Acasunting Office (now the Government Accountability Office) found that an increase in the statutory contribution 
limit for 401 (k)s would directly benefit fewer than 3 percent of participants (General Accounting Office, “Private Pensions; 
issues of Coverage and Increasing Contribution Limits for Defined Contribution Plans," GAO-01-846. September 2001). 
Data from the Congressional Budget Office suggest tfiat only 6 percent of ail 401 (k) participants made the maximum 
contribution allowed by law in 1997, (Calculations based on Congressional Budget Office, “Utilization of Tax Incentives for 
Retirement Saving," August 2003, table 27.) See also David Joulfeilan and David Richardson, ‘Who Takes Advantage of 
Tax-Deferred Saving Programs? Evidence from Federal Income Tax Data," Office of Tax Analysis. U.S, Department of the 
Treasury, 2001. 
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balances ” The median 401 (k) and other defined contribution {including IRA) 
balance among all households ages 55 to 59 was only $10,000 in 2001. 
Excluding the 36 percent of households who had no IRA or defined contribution 
plan account, the median balance for this age group was still only $50,000. 

D. Targeting Incentives More Effectively to Promote Savings and Security 

Given this reality, focusing incentives for retirement saving on lower- and 
moderate-income households makes sense for two reasons. First, such 
incentives are more likely to bolster long-term economic security and reduce 
elderly poverty, since higher-income households already tend to have substantial 
assets and to be better prepared to provide for their needs in retirement than 
other households. For some low-income families, income may be so modest 
that it is impossible to save after paying for necessities. Yet 60 percent of 
households at or below the poverty line indicate that they save at least 
something.^® Experience with a program that provides tax incentives and 
matching funds to encourage saving among low-income families suggests that 
they will participate in savings programs if presented with incentives to do so.^® 
The evidence on the efficacy of automatic enrollment also suggests that low- 
income workers will save if presented with incentives and a sound structure 
within which to do so. 

The second reason for focusing incentives on lower- and middle-income 
households is the potential impact on national saving. National saving is the sum 
of public saving and private saving. All else equal, every dollar of forgone 
revenue reduces public saving by one dollar. Consequently, for national saving 
to increase, private saving must increase by more than one dollar in response to 
each dollar in lost revenue. To raise private saving, the incentives must not 
simply cause individuals to shift assets into the tax-preferred pensions but 
instead must generate additional contributions. 

Since those with modest or iow incomes are less likely to have other assets to 
shift into tax-preferred pensions, focusing pension tax preferences on moderate- 
and lower-income workers increases the likelihood that lost tax revenue will 
reflect additional contributions rather than shifts in assets.''^ The empirical 


’Vor a discussion of this shift from defined benefit to defined contributic^i plans, see Iwry, Testimony before the House 
Committee on Education and the Workforce, Subcommittee on Employer-Employee Relations. June 4, 2003. 

’^Jeanne M. Hogarth and Chris E. Anguelov, “Can the Poor Save?" Proceedings of Association for Financial Counseling 
and Planning Education (2001 ). 

’“Michael Sherraden, "Asset Building Policy and Programs for the Poor." in Assets for the Poor: The Benefits of Spreading 
Asset Ownership, edited by Thomas Shapiro and Edward Wolff (New York: Russell Sage Foundation. 2001). Also, 
homeovmership rates rose in a demonstration program that gave sfrong incentives for low-income fomifies to purchase 
housing. See Gregory Mills and othere, “Evaluation of the American Dream Demonstration: Final Evaluation Report" 
(Cambridge, Mass.: Abt Associates, August 2004). 

”^Economists continue to debate the impact on private saving from existing pension incentives. Most agree, however, 
that. v4iatever the overall effect, focusing incentives on those with fewer opportunities to shift assets from taxable to 
nontaxable forms is likely to produce a larger Increase In private saving fiorany given reduction in government revenue. 



35 


evidence suggests that tax-preferred retirement saving undertaken by lower- and 
middle-income workers is much more likely to represent new saving than tax- 
preferred retirement saving undertaken by higher-income workers. 

Moderate- and lower-income households save very little, but not because they 
lack the option to save: most workers have accounts available to them in which 
they could save money on a tax-preferred basis for retirement, and any 
household lacking such an option could always contribute to an IRA. For those 
who have at least some income available after paying for necessities, the 
reasons they do not save lie elsewhere and are essentially twofold. 

The first problem, as discussed above, is the upward-tilted structure of the 
current deduction-based pension tax incentives. The second problem has to do 
with the shift from pensions (such as defined benefit or money purchase pension 
plans or employer-funded profit-sharing plans) to retirement savings 
arrangements. 

E. Dealing With the Shift from Pensions to 401 (kte 

Over the past quarter century, private pension plans in the United States have 
trended toward a do-it-yourself approach, in which covered workers bear more 
investment risk and make more of their own decisions about their retirement 
savings. In the early 1980s, most Americans who had private retirement plan 
coverage obtained it chiefly from employer-sponsored, defined benefit pension 
plans, and to a lesser extent from defined contribution plans such as employer- 
funded profit-sharing and money purchase plans. Since then, pension coverage 
has shifted away from these programs and toward new types of defined 
contribution plans, especially 401 (k)s. In 1981 nearly 60 percent of workers with 
pension coverage had only a defined benefit plan, while just under 20 percent 
had only a 401 (k) or other defined contribution plan. By 2001 , however, the share 
having a defined benefit plan as their only plan had dropped to slightly over 10 
percent, while the share having only a 401 (k) or other defined contribution plan 
had risen to nearly 60 percent. 

Conventional analyses tend to describe this solely as a trend away from defined 
benefit plans and toward defined contribution plans. Such a characterization 
tends to focus attention on the increased portability of pensions from one job to 
another and the shifting of investment risk from employer to employee. But 
perhaps an even more fundamental development is the extent to which the 
accumulation of retirement benefits under the plan has come to depend on active 
and informed worker self-management and initiative. Traditional defined benefit 


See, for example, Eric M. Engen and William G. Gale, The Effects of 401(k) Plans on Household Wealth: Differences 
Across Earnings Groups," Working Paper 8032 (Cambridge, Mass.: National Bureau of Economic Research, December 
2000). and Daniel Benjamin, "Does 401(k) Eligibility Increase Saving? Evidence from Propensity Score Subclassification " 
Journal of Public Economics 87, no. 5-6 (2003): 1259-90. 
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and profit-sharing plans require the covered workers to make almost no 
important financial choices for themselves before retirement.^® The firm enrolls 
all eligible workers within a defined classification, makes contributions on their 
behalf, and decides how to invest those contributions (or retains professional 
investment managers to do so). A worker’s only real choices are when and in 
what form to collect benefits, in 401(k)-type plans, in contrast, the burden of all 
these decisions rests with the employee. 

When 401 (k) plans began their rapid spread in the early 1980s, they were viewed 
mainly as supplements to these traditional employer-funded plans. Since 401 (k) 
participants were presumed to have their basic retirement income security needs 
covered by a traditional employer-funded plan and Social Security, they were 
given substantial discretion over their 401 (k) choices, including whether to 
participate, how much to contribute, how to invest, and when and in what form to 
withdrawal the funds. 

Over the past 25 years, however, the pension landscape has changed 
dramatically. The 401 (k) plan has come to play a far more central and critical role 
in the private pension system than was envisioned 25 years ago. Many workers 
covered by an employer plan now have a 401 (k) as their primary or only plan. 

Yet 401 (k)s have made few changes in their basic structure, and still operate in 
much the same way as in the early 1980s. Workers still must, for the most part, 
decide for themselves whether and how much to contribute, how to invest, and 
how and when to withdrawal the funds. Imposing on workers the responsibility to 
make these choices may have been relatively harmless when 401 {k)s were 
smaller, supplemental plans with limited coverage. The risk of workers making 
poor enrollment, investment and distribution choices looms much larger as 
401 (k)s have become the primary pension vehicle. 

The trend away from the traditional, employer-managed plans and toward 
savings arrangements directed and managed largely by the employees 
themselves, such as the 401(k). is in many ways a good thing. Workers enjoy 
more freedom of choice and more control over their own retirement planning. 
Disciplined, sophisticated savers can benefit enormously from participating in a 
401 (k). By persistently contributing a sizable share of their earnings to a 401 (k), 
and investing in a well-diversified portfolio of assets, employees can generate a 
substantial retirement income without bearing unnecessary risk. Considerable 
numbers of workers have thrived under this more individualized approach, 
amassing sizable balances in 401 (k)s and similar plans, which will assure them a 
comfortable and relatively secure retirement income. 


In this sense, traditional private pensions may be characterized less by their defined benefit structure -in fact, many 
were defined contribution profit-sharing and money purchase plans— than by the feet that employers took the 
initiative to fund and manage the plans, bearing m<»l of the risk and making most of the decisions for their 
employees. For a discussion of ttiese developments, including the shift from defined benefit to defined asntribution 
plans, see J. Mark Iwry, "Defined Benefit Pension Plans." Testimony before the House Committee on Education and 
the Workforce, Subcommittee on Employer-Employee Relations. June 4. 2003. 
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For many if not most workers, however, the 401 (k) revolution has fallen short of 
its potential.^ Most workers are not covered by a 401 (k) plan at all. Among 
those covered, many do not participate. Among those who participate, many 
contribute little to their accounts, and others take the money out before reaching 
retirement age. As a result, most households have few 401 (k) assets. As noted 
earlier, 36 percent of households aged 55 to 59 had neither a 401 (k) (or other 
defined contribution plan) nor an IRA in 2001, and, among those who did, the 
median balance in such plans was only about $50,000. 

Work, family, and other more immediate demands often distract workers from the 
need to save and invest for the future. Those who do take the time to consider 
their choices find the decisions quite complex: individual financial planning is 
seldom a simple task. For many workers, the result is poor decision making at 
each stage of the retirement savings process, putting both the level and the 
security of their retirement income at risk. Even worse, in the face of such 
difficult choices, many people simply procrastinate and thereby avoid dealing 
with the issues altogether, which dramatically raises the likelihood that they will 
not save enough for retirement. Thus, this increasingly 401 {k)-dominated 
system — both the process it has evolved into and the results it is producing — 
leaves much room for improvement. The complications involved in investing in a 
401(k) place substantial burdens on workers to understand their financial choices 
and assume a certain degree of confidence in making such choices. As a result, 
many workers shy away from these burdensome decisions and simply do not 
choose, while those who do choose often make poor choices. Section III of this 
testimony outlines an approach for making saving easier. 

The next three sections of this testimony outline approaches designed to address 
each of these major shortcomings: the upward-tilted structure of our tax 
incentives (Section II, relating to expansion of the Saver’s Credit) and the 
practical impediments to saving in a 401(k)-dominated system (Sections ill and 
IV, relating to automatic enrollment and automatic investment). 

II. Expanding the Saver’s Credit: A Solution to the “Upside Down” Structure 
of Tax Incentives 

A. In General 


In 2001, Congress took a first step toward addressing the first structural problem 
described above - the upward-tilted structure of the current deduction-based 
pension tax incentives - by enacting the Saver’s Credit. The Saver’s Credit in 
effect provides a government matching contribution, in the form of a 
nonrefundable tax credit, for voluntary individual contributions to 401 (k) plans, 
IRAs, and similar retirement savings arrangements. Like traditional pension 


“ For an excellent discussion of these shortcomings, see Alicia H- Munnell and Annika Sund6n. Coming Up Short; The 
Challenge of 401{k) Plans {Brookings, 2004). 
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subsidies, the Saver’s Credit currently provides no benefit for households that 
owe no federal income tax. However, for households that owe income tax, the 
effective match rate in the Saver’s Credit is higher for those with lower income, 
the opposite of the incentive structure created by traditional pension tax 
preferences. 

The Saver’s Credit is the first and so far only major federal legislation directly 
targeted toward promoting tax-qualified retirement saving for moderate- and 
lower-income workers.^^ Although this is a historic accomplishment, the credit as 
enacted suffers from key design problems, not the least of which is the credit’s 
scheduled expiration at the end of 2006. 

B. Basic Design and Evolution 

The Saver’s Credit was enacted as part of the Economic Growth and Tax Relief 
Reconciliation Act of 2001 (EGTRRA).^^ In principle, the credit can be claimed 
by moderate- or lower-income households who make voluntary retirement saving 
contributions to 401 (k) plans, other employer-sponsored plans (including SIMPLE 
plans), or IRAs. In practice, however, the nonrefundability of the credit means it 
offers no incentive to save to the millions of moderate- and lower-income 
households with no income tax liability. 

The design of the Saver’s Credit reflects two key objectives. First, the credit 
represents an initial step toward addressing the "upside-down” structure of other 
tax incentives for saving — leveling the playing field for moderate- and lower- 
income workers by, in effect, matching contributions at higher rates for savers 
with lower incomes. Second, the credit was designed to coordinate with and 
support the employer-based pension system. 

C. Higher Matching Rates for Lower-Income Savers 

The matching rates under the Saver’s Credit reflect a progressive structure — 
that is, the rate of government contributions per dollar of private contributions 
fails as household income rises. This pattern stands in stark contrast to the way 


Retirement saving for these workers is promoted - or designed to be promoted — indirectly by nondiscrimination and 
certain other provisions of the Internal Revenue Code of 1986 (IRC) and the Employee Retirement Income Security Act of 
1974 (ERISA). Those provisions, which are subject to extensive exceptions, are intended to impose some constraint on 
the degree to which tax-favored benefits accrue to a limited number of owners and executives rather than the large 
majority of workers. The IRC and ERISA also protect and regulate the accumulation and preservation of retirement 
benefits. For additional discussion of these issues by the Treasury Department, see Donald C. Lubick, Assistant 
Secretary (Tax Policy), U.S. Deparfrnent of the Treasury. Testimony before the House Committee on Ways and Means 
Subcommittee on Oversight, March 23, 1999. 

“Section 25B of the IRC of 1986 was added by section 618of EGTRRA, Public Law 107-16, 115Stat 38. See also IRS 
Announcement 2001-106, 2001-44 I.R.B. (October 29, 2001), and IRS News Release IR 2001-107. 2001-44 i.R.B. 
(November 7. 2001). The credit was officially titled "Elective Deferrals and IRA Contributions By Certain Individuals " 
Although now generally referred to as the "Saver's Credit." that term actually appears nowhere In the law. “Saver’s credit" 
was first used in IRS/Treasury administrative guidance at the suggestion of the vwtness in mid-2001 with a view to 
facilitating the “public marketing" of the provision, as discussed below. See IRS Announcement 2001-106 2001-44 I R B 
(October 29, 2001); IRS Nevi^ Release IR 2001-107, 2001-44 I.R.B. (November 7. 2001). 
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tax deductions and the rest of the pension system subsidize saving. The Saver’s 
Credit is currently a small exception to this general pattern: as noted, the 
Treasury Department estimates that the tax expenditures associated with 
retirement saving preferences in 2005 will total roughly $150 billion, of which only 
$1 billion is attributable to the Saver’s Credit.^® 

The Saver’s Credit applies to contributions of up to $2,000 per year per 
individual.^” As table 1 shows, the credit rate is 50 percent for married taxpayers 
filing jointly with adjusted gross income (AGI) up to $30,000, 20 percent for joint 
filers with AGI between $30,001 and $32,500, and 10 percent for joint filers with 
AGI between $32,501 and $50,000. The same credit rates apply for other filing 
statuses, but at lower income levels: the AGI thresholds are 50 percent lower for 
single filers and 25 percent lower for heads of households.^® Of course, the 
figures in table 1 assume that the couple has sufficient income tax liability to 
benefit from the nonrefundable income tax credit shown. 

The credit’s effect is to correct the inherent bias of tax deductions or exclusions 
in favor of high-marginal-rate taxpayers. A $1 00 contribution to a 401 (k) by a 
taxpayer in the 35 percent marginal federal income tax bracket generates a $35 
exclusion from income, resulting in a $65 after-tax cost to the taxpayer. In 
contrast, without the Saver’s Credit, a taxpayer in the 15 percent marginal 
bracket making the same $100 contribution to a 401 (k) gets only a $15 exclusion 
from income, resulting in an $85 after-tax cost. The tax deduction is thus worth 
more to the higher-income household.^® However, if the lower-income taxpayer 
qualifies for a 20 percent Saver’s Credit, the net after-tax cost is $65 ($100 minus 
the $15 effect of exclusion minus the $20 Saver’s Credit). Thus, the Saver’s 
Credit works to level the playing field by increasing the tax advantage of saving 
for moderate- and lower-income households. 

The credit represents an implicit government matching contribution for eligible 
retirement savings contributions. The implicit matching rate generated by the 
credit, though, is significantly higher than the credit rate itself. The 50 percent 
credit rate for gross contributions, for example, is equivalent to having the 


^^Offlce of Management and Budget, Fiscal Year 2005 Analytical Perspectives, table 1 8-2. 

'"Both spouses in a married couple may receive the credit. For example, if each spouse contributes $2,000 to his or her 
IRA, and they file jointly with adjusted gross income not exceeding $30,000, the couple will receive a nonrefundable tax 
credit of $2,000 ($1,000 each) if they have sufficient federal income tax liability to use the credit. As discussed later, 
however, because of the nonrefundable nature of the credit, very few taxpayers actually qualify for the 50 percent match. 

’'To prevent “churning" of contributions to generate credits, the level of contributions eligible for the credit is reduced by 
the amount of distributions from any retirement saving plan or IRA by the participant or the participant's spouse during the 
year for which the credit is claimed, the two preceding years, or the portion of the following year that precedes the tax 
return due date. 

”As discussed in note 2, the entire subsidy associated with saving incentives depends not only on the tax rate at which 
the contribution is deducted, but also on the tax rate that applies to withdrawals, the length of time the funds are held in 
the account, the tax rale that would have applied to taxable funds while the funds are held in the tax-preferred account, 
and the rate of interest. Controlling for the latter factors, taxpayers who can deduct the contribution at a higher rate will 
generate larger tax savings. 
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government match after-tax contributions on a 100 percent basis. Consider a 
couple earning $30,000 who contribute $2,000 to a 401 (k) plan or IRA. The 
Saver’s Credit reduces that couple’s federal income tax liability by $1 ,000 (50 
percent of $2,000). The net result is a $2,000 account balance that cost the 
couple only $1 ,000 after taxes (the $2,000 contribution minus the $1 ,000 tax 
credit). This is the same result that would occur if the net after-tax contribution of 
$1,000 were matched at a 100 percent rate: the couple and the government each 
effectively contribute $1 ,000 to the account. Similarly, the 20 percent and 10 
percent credit rates are equivalent to a 25 percent and an 1 1 percent match, 
respectively (table 1 ). 

D. Enhancement of Employer-Sponsored Plans 

The Saver’s Credit was very deliberately designed to support, rather than 
undermine, employer pension plans. Employer-sponsored plans encourage 
participation through employer contributions, nondiscrimination rules designed to 
require cross-subsidies from eager to reluctant savers, the automatic character of 
payroll deduction, peer group encouragement, and, often, professional 
assistance with investments (for example, through employer selection of 
investment options or provision of investment management). To support these 
benefits of employer-sponsored plans, the Saver’s Credit matches contributions 
to 401 (k) and other plans by moderate- and lower-income employees. 

Moreover, the Saver’s Credit applies in addition to any employer matching 
contributions. It can thus raise the return on 401 (k) contributions: eligible 
taxpayers can obtain higher effective matching rates when the Saver’s Credit is 
combined with employer matching contributions to a 401 (k). For households who 
receive a 20 percent Saver’s Credit, for example, a 50 percent employer match 
of the employee’s 401 (k) contributions implies that the total (employer plus 
government) effective match rate on after-tax contributions is 87.5 percent. That 
is, for every $100 in net contributions the taxpayer puts in, up to the appropriate 
match limits, the account will generate $187.50 in value. 

In evaluating these high effective matching rates, it is important to emphasize 
that they apply only to the first $2,000 of an individual’s contributions. Moreover, 
they apply only to moderate- and lower-income households, who tend to be more 
reluctant savers than higher-income households because, among other reasons, 
they tend to have less disposable income after providing for basic necessities. A 
higher effective matching rate focused on the first dollars of saving may help to 
“jump start" voluntary contributions by moderate- and lower-income households, 
many of whom currently do not save at all. 


See J. Mark Iwry, “Expanding the Saver's Credit," Testimony before the House Committee on Education and the 
Workforce, Subcommittee on Employer-Employee Relations. July 1. 2003. pp. 2-3. In particular, the Saver’s Credit 
applies to both before-tax and after-tax contributions by eligible individuals. In addition, although this is not widely 
recognized, the credit can be claimed for voluntary employee contributions to an employer-sponsored defined benefit 
plan, although typically it applies to employee contributior>s to a defined contribution plan such as a 401 (k) 
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Employee 401 (k) contributions that qualify for the Saver's Credit also count 
toward meeting the employer’s 401(k) nondiscrimination tests. Accordingly, to 
the extent the Saver's Credit encourages increased participation among lower 
earners, higher earners may also benefit, since their ability to contribute on a tax- 
favored basis depends on the level of contributions by less highly paid 
employees.^® 

Recognizing the potential benefits of the Saver’s Credit for plan sponsors, the 
Internal Revenue Service (IRS) has provided employers a model notice to inform 
employees of the credit.^® Moreover, some employers that have refrained from 
adopting a 401 (k) plan because of expected difficulty in meeting the 
nondiscrimination test may be encouraged by the Saver’s Credit to set up a plan. 
The credit not only makes it easier for the employer to pass the nondiscrimination 
test but also gives eligible employees a greater incentive to demand a 401 (k) 
plan. 

The Saver’s Credit is also designed to complement employer plans through its 
interaction with automatic enrollment. As discussed elsewhere in this testimony, 
automatic enrollment makes it easier for employees to save in a 401 (k) (or 
403(b) or 457) plan by enrolling employees to participate automatically without 
being required to complete and sign an election form. Automatic enrollment 
makes the Saver’s Credit available to more employees who othenvise would not 
receive it because they did not contribute to a 401 (k). By the same token, the 
Saver’s Credit may encourage wider use of automatic enrollment because the 
credit makes automatic enrollment more valuable, and hence more acceptable, 
to employees who are entitled to the credit (without requiring the employer to 
make any additional matching contributions). 

E. Effects of the Saver’s Credit 


Although it is too soon to obtain a definitive reading of the impact of the Saver’s 
Credit, preliminary estimates and evidence can be useful in identifying some 
basic themes. 

1. Eligibility. 

The nonrefundability of the credit substantially reduces the number of people 
eligible for it. Further, the low match rates for moderate-income households 
substantially reduce the number of people eligible to receive a significant 
incentive. Nonrefundability results in a credit that provides no incentives to tens 
of millions of low-income filers who qualify on paper for the 50 percent credit rate, 
but who have no income tax liability against which to apply the credit. 

“See IRS Announcement 2001-106, A-10. 

“iRS Announcement 2001-106. 
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Table 4 shows that 59 million tax filers in 2005 will have incomes low enough to 
qualify for the 50 percent credit.^° Since the credit is nonrefundable, however, 
only about one-seventh of them actually would benefit from the credit at all by 
contributing to an IRA or 401 (k). Furthermore, only 43,000 — or fewer than one 
out of every 1 ,000 — of filers who qualify based on income could receive the 
maximum credit ($1 ,000 per person) if they made the maximum contribution. 
These are the households who have sufficient tax liability to benefit in full from 
the Saver’s Credit but sufficiently low income to qualify for the highest match 
rate. 

For families with somewhat higher incomes, the nonrefundability of the credit 
poses much less of a problem, since more of these families have positive income 
tax liabilities. For these families, however, the credit provides only a modest 
incentive for saving. For example, a married couple earning $45,000 a year 
receives only a $200 tax credit for depositing $2,000 into a retirement account. 

2. Usage 

IRS data indicate that about 5.3 million tax filers claimed the Saver’s Credit in 
each of 2002 and 2003, the first two years it was in effect. This figure likely 
understates the true number of qualifying individual savers, however, because a 
significant portion of these returns are from married couples filing jointly, where 
each of the spouses may have made a separate qualifying contribution. 

3. Effects on Private Savina 

A full assessment of the effects of the credit on private saving would require 
more information than is currently available, but some possibilities suggest 
themselves. A necessary, but not sufficient, condition for the credit to raise 
private saving is that there be an increase in 401 (k) and IF?A contributions among 
the eligible population. In one survey of 401 (k) plan sponsors in 2002, 
representatives of 71 percent of the plans indicated that they believed the 
Saver’s Credit had already increased participation in their 401 (k) plan, and 18 
percent believed the Saver’s Credit had caused a “major increase" in 
participation.^' The tax preparer H&R Block has said that it claimed the credit in 
2002 on behalf of more than a million clients, who saved an average $175 on 
their tax bills. An H&R Block representative has been quoted as saying that many 
of these clients were first-time contributors to a retirement savings plan.^^ 


^The estimates presented in the tables attached to this testimony are generated by my colleagues using the Urban- 
Brookings Tax Policy Center microsimulation model. For more detail about the model, see www.taxpolicycenter.org. 

^’See the website of Plan Sponsor magazine (www.plansponsor.com). July 23, 2002. 

Tumulty and C. Burnett. “Bush Shuns Retirement Tax Credit." Gannett News Service. March 1, 2004; B. Tumulty, 
“White House Drops Saver Credit,” Green Bay Press-Gazette, Febmary 21 . 2004. 
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F. Options for Expansion 

Several significant changes could be made to Improve the Saver’s Credit: making 
the credit permanent, making it refundable, expanding it to provide stronger 
incentives for middle-income households, changing the rate at which it phases 
out, and indexing it to inflation. 

1 ■ Eliminating the 2006 Sunset 

In order to reduce the apparent revenue cost. Congress stipulated that the 
Saver’s Credit would sunset at the end of 2006. It would cost between $1 billion 
and $2 billion a year to make the Saver’s Credit permanent. 

2. Making the Credit Refundable 

As noted above, tens of millions of low-income workers are unable to benefit 
from the credit because it is nonrefundable. To extend the intended saving 
incentive to most lower-income working families would require making the 
Saver’s Credit refundable. 

Some Members of Congress and others have long had reservations about 
making tax credits refundable. Their concern is often based on a sense that 
refundability converts a tax credit into a form of “welfare," which is viewed as 
undesirable, and that refundable credits tend to pose an unacceptable risk of 
fraud or other noncompliance. It is not clear, however, that the concerns typically 
raised about refundable credits are applicable to making the Saver’s Credit 
refundable. First, the Saver's Credit is not based on status, but requires positive 
action: in order to qualify for the Saver’s Credit, an individual must make a 
contribution to a tax-preferred account. Second, the contribution is verified by 
third-party reporting (by the IRA trustee or plan administrator). In addition, to limit 
potential abuses, policymakers could require tax filers to have at least $5,000 in 
earnings per person in order to claim the refundable credit. 

Making the credit refundable would help equalize the tax benefits of saving for 
higher- and lower-income households, leveling the playing field between income 
tax payers and workers who pay payroll tax but have no income tax liability. 

Short of direct income tax refundability, other variations and alternatives are 
possible. For example, a bill introduced by Senator Jeff Bingaman (D-NM) in 
2002 would in effect make the Saver’s Credit refundable, but only by matching 
qualifying contributions of individuals with no income tax liability who purchase an 
inflation-indexed U.S. savings bond that they cannot redeem until retirement 
age.®** Another possibility would involve providing a tax credit to financial 


’This change vras proposed in a bill introduced by then-House minority leader Richard Gephardt in 2002 (H.R. 4482, 
tor Cong., 2d Sess.). It was also proposed in a bill introduced by then-Senator John Edwards (D-NC) in 2004 (S. 2303, 
108” Cong., 2d Sess.). 

“See S. 2733 (107® Cong., 2d Sess.). 



44 


institutions for contributions that they make to their clients’ savings accounts, as 
was proposed in the Treasury Department’s February 2000 Retirement Savings 
Accounts approach.^® The effect would be similar to that of a refundable tax 
credit at the individual level. A final possibility would be to deposit the refund 
directly into the saving account or 401 (k), which would raise significant technical 
issues.®® 

3. Expanding Eligibility to More Middle-Income Households 

Another set of possible expansions to the Saver’s Credit would extend eligibility 
to additional middle-income households. The credit could be expanded in this 
way along three dimensions: changes to the credit rate, the income limit, and the 
manner in which the credit is phased out. 

First, the 20 percent and 10 percent credit rates available to eligible joint filers 
with AGI between $32,500 and $50,000 could be raised to 50 percent.®^ This 
would make the 50 percent credit available to tens of millions of additional 
households who, for the most part, confront zero, 1 0 percent, or 1 5 percent 
marginal income tax rates and therefore have relatively little to gain from the 
traditional income tax incentive structure. 

Second, the 50 percent credit rate could be expanded to working households 
with AGI up to $60,000 or $70,000 (for joint filers).®® Some of these households 
— about 5 percent under the option that increases eligibility for the 50 percent 
credit to $70,000 for joint filers — are in the 25 percent marginal tax bracket and 
therefore already receive a somewhat larger incentive to save under the 
traditional system of tax subsidies. The vast majority, however, are in the 15 
percent bracket, and many of these households have somewhat more disposable 
or discretionary income remaining after meeting essential short-term needs than 
do lower-income families in the same tax bracket. These households may thus 


^®See U.S. Department of the Treasury, "General Explanations of the Administration’s Fiscal Year 2001 Revenue 
Proposals” (February 2000), pp. 49-52. 

^®One apparent problem is the lack of easily accessible bank routing numbers for many IRAs and 401(k)s. Other 
complications include tiie need for plan sponstxs to administer the account balances resulting from such deposits, 
including the possible need for additional "buckets* in plan data systems to keep separate track of different kinds of funds! 
This would be a particularly challenging problem if the balance attributable to the Saver’s Credit were taxable when 
withdrawn from a Roth IRA. even after retirement. On the other hand, if the Saver’s Credit balance were not taxable when 
withdrawn from a Roth IRA, it would escape tax permanently. In addition, consideration reportedly has been given to the 
possibility of treating the government’s deposit as satisfying same of the employer's contribution obligations under the 
nondiscrimination standards, as if the government deposit were an employer contribution. This would In effect shift part of 
the employere’ responsibility for funding retirement benefite for losver-income employees from employers to the 
government. As noted, the Saver's Credit already helps plans pass the nondiscrimination tests insofar as it induces 
additional contributions by moderate-income workers. 

^^See Iwry, “Expanding the Saver’s Credit," Testimony before the Subcommittee on Employer-Employee Relations of the 
House Committee on Education and the Woritforce. July 1. 2003. p. 4. 

^®lncome eligibility levels would be increased to varicxjs degrees by the Bingaman and Gephardt bills (S. 2733 and H.R. 
4482) and slightly by the Portman-Cardin bill (H.R. 1776, section 401). 
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be more likely than lower-income households to respond to the incentive, and 
more likely than higher-income households to respond by increasing their net 
saving rather than merely shifting assets. 

Finally, whatever the level of AGI at which eligibility for the 50 percent credit rate 
stops, the credit rate could be made to phase down ratably from 50 percent to 
zero over a specified range of AGI, such as $10,000. Such a smooth phase- 
down would remove the “cliffs" in the current credit structure, which involves 
steep declines in the credit rate as income rises, resulting in very high effective 
marginal tax rates for many savers who use the credit. 

Expanding the Saver's Credit would provide more powerful incentives for 
moderate- and lower-income households to save for retirement, and would likely 
reduce economic insecurity and poverty rates among the elderly and raise 
national saving. Estimates of the revenue cost of these expansions are provided 
in the attached tables and paper. 

III. Automatic Enrollment and Escalation of Contributions 

A. Factors That Discourage 401 (k1 Participation 

As discussed, the shift from employer-funded pensions to 401(k)-type retirement 
savings plans has meant that, increasingly, it is ieft up to the employee to choose 
whether to participate, how much to contribute, which of the investment vehicles 
offered by the employer to invest in, and when to puil the funds out of the plan 
and in what form (in a iump sum or a series of payments). Workers are thus 
confronted with a series of financial decisions, each of which involves risk and a 
certain degree of financial expertise. 

To enroll In a 401 (k), an eligible employee usually must complete and sign an 
enrollment form, designate a level of contribution (typically a percentage of pay to 
be deducted from the employee's paycheck), and specify how those 
contributions will be allocated among an array of investment options. Often the 
employee must choose from among 15, 20 or more different investment funds. 

An employee who is uncomfortable making all of these decisions may well end 
up without any plan, because the default arrangement — ^that which applies when 
the employee fails to complete, sign, and turn in the form — is nonparticipation. 

For those employees who do choose to participate, payroll deductions and 
associated contributions are made automatically each pay period, typically 
continuing year after year, unless the employee elects to make a change. 
Although the contributions continue over time, the traditional 401 (k) arrangement 
does nothing to encourage participants to increase their contribution rates over 
time, or to diversify or rebalance their portfolios as their account balances grow. 

In other words, employees in a 401 (k) not only must take the initiative to 
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participate, they must further take the initiative to invest wisely and to increase 
their contribution rates over time. 

As a result, about 1 in 4 employees who is eligible to participate in a 401 (k) or 
similar plan fails to participate, and 401 (k) balances for most employees are 
small relative to their needs. 

B. Automatic Enrollment and Related Approaches to 401 tkl Decisions 

Fortunately, a disarmingly simple concept - automatic enrollment (and a similar 
approach to other 401 (k) decisions) -- has the potential to change this pattern. A 
growing body of evidence suggests that the judicious use of default 
arrangements — arrangements that apply when employees do not make an 
explicit choice on their own — holds substantial promise for expanding retirement 
savings. The effects appear to be particularly promising for middle- and lower- 
income households, who have the greatest need to increase their savings. 
Retooling America’s voluntary, tax-subsidized 401 (k) plans to make sound 
saving and investment decisions more automatic, while protecting freedom of 
choice for those participating, would require only a relatively modest set of policy 
changes — and the steps taken thus far are already producing good results. 

In a nutshell, this approach consists of changing the default option at each phase 
of the 401 (k) savings cycle to make sound saving and investment decisions the 
norm, even when the worker never gets around to making a choice in the first 
place. Given the current structure of most 401 (k) plans, workers do not 
participate unless they actively choose to. In contrast, under automatic 
enrollment, they would participate unless they actively choose not to — and 
similarly for each major decision thereafter. Contributions would be made, 
increased gradually over time, invested prudently, and preserved for retirement, 
all without putting the onus on workers to take the initiative for any of these steps. 
At the same time, however, workers would remain free to override the default 
options— to choose whether or not to save, and to control how their savings are 
invested — but those who fail to exercise the initiative would not be left behind. 

A growing body of empirical evidence suggests that this may be the most 
promising approach to bolstering retirement security for millions of American 
families. A number of economists have undertaken important research and 
contributed practical suggestions concerning the actual and potential uses of 
automatic enrollment and related default arrangements in 401 (k) plans. 

The core concept behind this approach is quite simple: design a 401 (k) to 
recognize the power of inertia in human behavior and enlist it to promote rather 
than hinder saving. Under this approach, each of the key events in the process 
would be programmed to make contributing and investing easier and more 
effective. 
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• Automatic enrollment : Employees who fail to sign up for the plan — 
whether because of simple inertia or procrastination, or perhaps because they 
are not sufficiently well organized or are daunted by the choices confronting 
them — ^would become participants automatically. 

• Automatic escalation : Employee contributions would automatically 
increase in a prescribed manner over time, raising the contribution rate as a 
share of earnings. 

• Automatic investment : Funds would be automatically invested in 
balanced, prudently diversified, and low-cost vehicles, whether broad index funds 
or professionally managed funds, unless the employee makes other choices. 

This aspect is discussed in Section IV of this testimony, below. 

• Automatic rollover : When an employee switches jobs, the funds in 
his or her account would be automatically rolled over into an IRA, 401 (k) or other 
plan offered by the new employer. Traditionally, many employees receive their 
accumulated balances as a cash payment upon leaving an employer, and many 
of them have spent part or all of it. Automatic rollovers would reduce such 
leakage from the tax-preferred retirement savings system. At this stage, too, the 
employee would retain the right to override the default option and place the funds 
elsewhere or take the cash payment. Automatic rollover is actually being 
implemented this year with respect to the smallest qualified plan distributions (not 
exceeding $5,000). 

in each case - automatic enrollment, escalation, investment, and rollover - 
workers can always choose to override the defaults and opt out of the automatic 
design. The integrated strategy of using default arrangements to promote saving 
without sacrificing individual choice was first formulated - and began to be 
implemented - between 1998 and 2000 by the U.S. Treasury. The Treasury and 
the Internal Revenue Service (IRS) approved automatic enrollment for 401 (k) 
plans in 1998 and first permitted automatic rollover in 2000. In 2001 Congress 
enacted legislation making automatic rollover mandatory for small lump-sum 
distributions, to take effect this year. Both automatic enrollment and automatic 
rollover were designed also to lay the groundwork for automatic investment: both 
generally, by establishing the principle that pro-saving defaults should apply to 
major retirement decisions, and specifically, by requiring plans to prescribe 
default investments to be used in conjunction with automatic enrollment and 
automatic rollover. 

It is worth stressing that none of these automatic or default arrangements are 
coercive. Workers would remain free to opt out at any point, but automatic 
enrollment points workers in a pro-saving direction when they decline to make 
explicit choices of their own. The Treasury rulings authorizing automatic 
enrollment include provisions to ensure that employees retain control of 
enrollment and investment decisions. The plan must provide employees advance 
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notice and an adequate opportunity to make their own, alternative choices before 
proceeding with the default arrangement. Similarly, under automatic rollover, 
employees have a variety of choices and must be given advance notice of those 
choices before the automatic arrangement takes effect. 

C. Automatic Enrollment 


Under a plan that uses automatic enrollment, unless an employee affirmatively 
expresses a different preference, the default mode is that the employee 
participates at a stated percentage of compensation.®® This, as a practical 
matter, is particularly geared toward encouraging participation by moderate- and 
lower-income employees, who are least likely to participate without it. Studies 
suggest that autoenrollment can boost the rate of 401 (k) plan participation from a 
national average of about 75 percent of eligible employees to between 85 and 95 
percent. Particularly dramatic increases are seen among those subgroups of 
workers with the lowest participation rates. For example, one study found that, 
among employees with between 3 and 15 months, automatic enrollment 
increased participation from 13 percent to 80 percent for workers with annual 
earnings of less than $20,000, and from 19 percent to 75 percent for Hispanics.'*® 
(Automatic enrollment, like the Saver’s Credit, also enables higher-paid 
employees to contribute more by making it easier to obtain favorable results 
under the 401 (k) nondiscrimination test.) 

Interesting administrative variants exist that can accomplish much of what 
automatic enrollment does. One alternative would require that all employees 
make an explicit election to participate or not, rather than enroll them 
automatically if they make no election. In at least some cases this approach has 
produced participation rates in the same high range as automatic enrollment. In 
addition, firms could require that employees who opt out sign a statement 
acknowledging that they have read the plan's disclosures regarding the 
advantages of contributing. 

Despite its demonstrated effectiveness in boosting participation, autoenrollment 
is used today by only a small minority of 401 (k) plans. According to a recent 
survey, 8 percent of 401 (k) plans (and 24 percent of plans with at least 5,000 
participants) have switched from the traditional ‘‘opt-in“ to an “opt-out” 
arrangement. As already noted, automatic enrollment is a recent development, 
and therefore it may yet become more widely adopted over time, even with no 
further policy changes. But policymakers could accelerate its adoption through 
several measures. Some of these policy measures would be appropriate only if 


®®Automatic enrollment was approved in IRS Revenue Ruling 2000-8. The IRS has recenIJy affirmed that plans are 
permitted to increase the automatic contribution rate over time In accordance with a specified schedule or in connection 
vwth salary increases or bonuses. See letter dated Marc^> 17. 2004. from the Internal Revenue Service to J. Mark Ivwy. 

^°Br!gitte Madrian and Dennis Shea. 'The Power of Suggestion: Inertia in 401{k) Participation and Savings Behavior" 
Quarterly Journal of Economics no. 4 (November 2001): 1149-87. 
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automatic enrollment were adopted in conjunction with other features of the 
automatic 401 (k), especially automatic escalation. 

First, the law governing automatic enrollment could be better clarified. In some 
states, some employers see their state labor laws as potentially restricting their 
ability to adopt automatic enrollment. Although many experts believe that federal 
pension law preempts such state laws as they relate to 401 (k) plans, additional 
federal legislation to explicitly confirm this would be helpful. Any such explicit 
preemption should be undertaken only to the extent necessary to protect 
employers’ ability to adopt automatic enrollment. 

Second, some plan administrators have expressed the concern that some new, 
automatically enrolled participants might demand a refund of their contributions, 
claiming that they never read or did not understand the automatic enrollment 
notice. This could prove costly, because restrictions on 401 (k) withdrawals 
typically require demonstration of financial hardship, and even then the 
withdrawals are normally subject to a 10 percent early withdrawal tax. One 
solution would be to pass legislation permitting plans to “unwind" an employee’s 
automatic enrollment without paying the early withdrawal tax if the account 
balance is very small and has been accumulating for only a short period of time. 

Third, Congress could give automatic enrollment plan sponsors a measure of 
protection from fiduciary liability (as discussed in Section IV, below). 

Fourth, broader adoption of automatic enrollment and the other key pieces of the 
automatic 401 (k) could be encouraged by reforming an exception to the rules 
governing nondiscrimination in 401 (k) plans (as described below). Many firms 
are attracted to automatic enrollment because they care for their employees and 
want them to have a secure retirement, but others may be motivated more by the 
associated financial incentives, which stem in large part from the 401 (k) 
nondiscrimination standards. These standards were designed to condition the 
amount of tax-favored contributions permitted to executives and other higher- 
paid employees on the level of contributions made by other employees. They 
thus gave plan sponsors an incentive to increase participation among their less 
highly paid employees. Automatic enrollment is one way for them to do this. 

In recent years, however, employers have had the option to satisfy the 
nondiscrimination standards merely by adopting a 401 (k) “matching safe harbor" 
design. The matching safe harbor provision exempts an employer from the 
nondiscrimination standards that would otherwise apply as long as the firm 
merely offers a specified employer matching contribution. It does not matter 
whether employees actually take up the match offer-all that matters is that the 
offer was made. Indeed, the more employees contribute, the greater the 
employer’s cost to match those contributions, without any compensating 
improvement in nondiscrimination results. By thus attenuating employers’ interest 
in widespread employee participation in 401 (k)s, the matching safe harbor 
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provision presents an important obstacle to wider adoption of automatic 
enrollment. 

To restore the attractiveness of automatic enrollment to employers, policymakers 
could change the rules to allow the matching safe harbor only for plans that 
feature automatic enrollment and the other key parts of the automatic 401 (k) 
(especially the automatic escalation feature described below). Plan sponsors 
currently using the matching safe harbor could be given a transition period to 
meet the new requirements. 

D. Automatic Escalation 


One potential drawback of automatic enrollment, highlighted by recent research, 
is that it can induce some employees to passively maintain the default 
contribution rate over time, when they might otherwise have elected to contribute 
at a higher rate. This adverse effect can be mitigated through automatic 
escalation, whereby contributions rise gradually and automatically over time (for 
example, from 4 percent of the worker's pay in the first year to 5 percent in the 
second, 6 percent in the third, and so on). For example, in the “Save More 
Tomorrow” program proposed by Richard Thaler and Shlomo Benartzi, workers 
would agree (or not) at the outset that future pay increases will generate 
additional contributions. In one trial, "Save More Tomorrow” was shown to lead 
to a substantial increase in contribution rates over time for those who 
participated, relative to other 401 (k) participants at the same company. 
Alternatively, workers could agree to future contribution increases even in the 
absence of pay raises. Automatic escalation plans have been explicitly approved 
by the IRS in a general information letter obtained by the witness."’’ 

E. Automatic Investment 


A third and related approach is automatic 401 (k) investment, which is discussed 
In the following section of this testimony."*^ 

F. Automatic Rollover 


A similar automatic or default-based approach has already been applied to plan 
payouts before retirement, to limit leakage of assets from the retirement system. 
Currently, most people who receive distributions from 401 (k) and similar plans 
take one-time cash payments. In general, the smaller this lump-sum distribution, 
the less likely it is to be saved by being transferred ("rolled over”) to another 
employer plan or to an IRA. In fact, data suggest that, as of 1996, the median 
lump-sum distribution was $5,000, and a sizable majority of defined contribution 


*' General information letter from Internal Revenue Service to J. Mat* Iwry, March 17, 2004. 

Many of the approaches outlined in tills and the ft^lowir>g section of this testimony are contained in H.R. 1 508. ttie 
"401 (k) Automatic Enrollment Act of 2005,” introduced last week by Representative Rahm Emanuel (D-tL). 
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plan participants who receive a lump-sum distribution of $5,000 or less do not roll 
it over to a qualified plan or IRA.16 

For years, account balances of up to $5,000 could be involuntarily “cashed out," 
that is, paid to departing employees without their consent, and these payments 
were the least likely to be preserved for retirement. In 2000, however, a 
Treasury-IRS ruling permitted retirement plan sponsors to transfer such amounts 
to an IRA established for a departing employee who did not affirmatively elect 
any other disposition of the funds. A year later Congress mandated such 
automatic roliover for distributions between $1 ,000 and $5,000. Under this 
legislation, scheduled to take effect in March 2005, plan sponsors may no 
longer force cash-out distributions of more than $1 ,000 on departing employees. 
Instead they are required to follow the employee’s instructions either to transfer 
the funds to another plan or an IfRA, pay the funds directly to the employee, or 
keep the funds in the plan if the plan permits that option. The individual thus has 
the choice to preserve or consume the retirement savings, but, if the individual 
makes no other choice, the default is preservation — either in the employer’s plan, 
if the employer so chooses, or in an IRA that the employer opens for the 
employee. The employee must also be notified that, if the payout is automatically 
rolled over to an IRA, he or she may then roll it over to another IRA of his or her 
choice. 

Automatic rollover was designed to have a potentialiy valuabie byproduct, 
namely, the broader utilization of IRAs. Currently, fewer than 10 percent of those 
eligible to open and contribute to an IRA on a tax-preferred basis actually do so. 
Like enrolling in a 401 (k), opening an IRA requires individuals to overcome inertia 
and to navigate their way through a number of decisions (in this case, choosing 
among a vast number of financial institutions and investments). Automatic 
rollover instead calls upon the employer to take the initiative to set up an IRA and 
choose Investments on the employee’s behalf, again unless the employee 
chooses to do so. The intended result is not only to preserve the assets within 
the tax-favored retirement plan universe, but also to create an expanding 
infrastructure of portable, low-cost individual accounts for the millions of workers 
who have no IFtAs but who are covered at some point by an employer-sponsored 
retirement plan. Automatic rollover thus has the potential to help achieve a far 
broader expansion of retirement plan coverage for middle- and lower-income 
households. Indeed, this broader agenda is explicitly reflected in the automatic 
rollover legislation, which directs the Treasury and Labor Departments to 
consider providing special relief for the use of low-cost IFtAs. 

Eventually, leakage might be further limited by expanding automatic roliover to a 
wider array of distributions. However, for various reasons, any such expansion 
would need to be examined carefully. For one thing, in most cases, benefits in 
excess of $5,000 currently remain in the employer plan as the default 
arrangement that applies if the employee makes no explicit election regarding 
disposition of the funds. 
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G. Other Potential Automatic Arrangements 


Alternative default options could also be considered for other aspects of 
retirement savings, including the form in which distributions are made at 
retirement. Current law reflects some preference for encouraging payouts to take 
the form of a lifetime annuity, which guarantees periodic payments for life (as 
opposed to a single cash payment, for example). Lifetime annuities are a 
sensible way to reduce the risk of retirees (other than those with very short life 
expectancies) outliving their assets, yet few people purchase them. In defined 
benefit and money purchase pension plans, a lifetime annuity is generally the 
default mode of distribution. In contrast, 401 (k) and most other defined 
contribution plans have been able for the most part to exempt themselves from 
such default requirements. (Proposals have been advanced to extend to 401 (k) 
plans default arrangements (including spousal protection) based on those that 
apply to defined benefit and money purchase plans.) 

IV. Automatic Investment 


Even those workers who successfully navigate the problems of coverage, 
participation, level of contribution, and retention of the funds must still deal with 
the challenge of sound investment. In the accumulation phase of 401 (k) 
retirement savings, too many employees find themselves confronted by a 
confusing array of investment options, and lack the expertise, time, or interest to 
become expert investors. As a result, it appears that millions of 401 (k)-type 
accounts fail basic standards of diversification and sound asset allocation. Rather 
than maintain a balanced portfolio, many hold either no equities (and are 
overinvested in safe but low-yielding money market funds) or almost nothing but 
equities. Many also apparently fail to systematically rebalance their portfolio or 
adjust its asset allocation over time, and some underperform because of 
unsuccessful attempts at market timing. 

In addition, millions of workers are overconcentrated in their employer's stock.^® 
This can prove especially costly: if the employer falls upon hard times, workers 
stand to lose not only their jobs but their retirement savings. But even when the 
plan sponsor does not collapse, poor investment choices impose unnecessary 
risk on workers, threaten the level and security of their retirement income, and 
reduce the public policy benefits from 401 (k) tax preferences. 

The risks of inadequate diversification are widely recognized. In fact, pension law 
generally requires plan trustees, who make investment choices in plans without 
employee self-direction, to diversify plan portfolios to reduce the risk of large 
losses. Virtually all investment professionals scrupulously avoid investing more 


“ Jack VanDerhei has found that, in plans that allow employer stock as an Investment option, 46 percent of participants 
{some 1 1 million employees) hold more than 20 percent of their account balance in employer stock, and one-sixth hold 
more than 80 percent. 
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than a minuscule fraction of assets under their management in any single 
company. Economic theory suggests that undiversified portfolios create 
significant risk without providing additional expected returns. Moreover, when 
the undiversified stock is that of the investor’s employer, the risk is compounded, 
as noted above. 

A. Sources of the Problem 


Congress has enacted two important provisions that actually encourage both 
self-directed investment and overinvestment in company stock while doing little 
to help workers manage the responsibilities arising from the dramatic shift toward 
401 (k)s. First, ERISA relieved employers of most fiduciary responsibility for 
investment losses if they allowed employees to direct their own investments — 
which likely was one factor encouraging the shift to 401 (k)s. Yet self-direction of 
investments is not working as well as it should. Second, the main exception to 
the pervasive use of employee-directed investment in 401 {k)s has been plan 
sponsors’ frequent decision to make their contributions to these 
accounts in the form of employer stock. Although this tendency undermines 
diversification and might normally be considered a conflict of interest, Congress 
actually granted special exceptions from the normal fiduciary standards to allow 
employer (and employee) contributions to be heavily invested in employer stock. 

With the expansion of 401 (k)s, employer stock has moved from a supplemental 
to a far more central place in the pension landscape. Meanwhile, one of the main 
policy rationales originally articulated for providing special exceptions for 
employer stock — encouraging worker ownership of equities — has already been 
addressed by, among other things, the ready availability of diversified equity 
investments through 401 (k)s. There are two other potential rationales for 
investing in employer stock: seeking to encourage higher productivity through 
increased worker ownership, and encouraging employers to contribute to 
retirement plans. But both these rationales fall short of justifying the extent to 
which employer stock has come to dominate so many workers’ 401 (k) portfolios. 

In addition. Professor Richard Thaler and his coauthors have explored the 
causes of overconcentration in employer stock. They find that most 401 (k) 
participants are unaware that investing in a single stock is riskier than holding a 
diversified portfolio. For various reasons (several possibilities are suggested 
below), workers do not appear to make the connection between what happened 
at Enron (or at other failed or distressed companies) and the risks of investing in 
their own company’s stock. 

B. Current Policy Responses 

The leading 401 (k) legislative proposals under consideration, which were 
developed in the wake of recent corporate scandals, fail to respond to either the 
specific problem of overinvestment in employer stock or the more general 



54 


problem of less than optimal allocation of 401 (k) assets. The proposals would 
limit plan sponsors’ ability to explicitly require participating employees to invest in 
employer stock (with broad exceptions for the special plans known as employee 
stock ownership plans, or ESOPs). However, the proposals would allow 
employees — possibly with the effective encouragement of corporate 
management — to continue to overinvest their retirement funds in employer stock. 
As a result, such legislation would not prevent future 401 (k) debacles because 
most 401 (k) overinvestment in employer stock does not result from employers 
explicitly requiring such investment. It seems to result instead from a combination 
of factors: workers may view their own company as a more comfortable 
investment because it is familiar to them; they may also be influenced by 
management's strongly positive view of the company’s prospects or by a concern 
about not appearing sufficiently loyal to the company. These factors may be 
buttressed by peer group reinforcement and by simple inertia. 

One current legislative proposal would require 401 (k) sponsors to give 
participants notice regarding the virtues of diversification. This, however, could 
prove ineffectual in many cases. For example, a company that still seeks to 
maximize plan investment in company stock may be able to make the notice 
inconspicuous or otherwise counteract its effects. 

Another proposal would relax current fiduciary standards to allow 401 (k) 
investment fund providers to advise workers on investing in the providers’ own 
funds and those of their competitors. This has raised concerns and controversy 
about new conflicts of interest arising on the part of the providers (concerns that 
are avoided when the adviser is independent and is not providing advice on its 
own funds). In addition, evidence suggests that only a small share of 401 (k) 
participants respond to offers of investment advice. For example, at a June 2004 
Brookings Institution conference on this topic, Michael Henkel, president of 
Ibbotson Associates, noted that, in his firm’s experience, only about 5 percent of 
401 (k) participants follow investment advice provided on the internet. 

Finally, despite assertions that the proposed investment advice legislation would 
prevent future 401 (k) fiascos, the legislation as currently drafted actually stops 
short of requiring that investment advice extend to employer stock. It thus ignores 
precisely the area where employees have the most serious need for independent 
professional advice. 

C. A General Strategy 

A more promising approach would offer employers relief from selected fiduciary 
liabilities if they offer participants alternatives to mandatory self-direction, through 
either standardized investments or professionally managed accounts. Such 
alternatives could be the default investment option. This strategy would improve 
401 (k) asset allocation and investment choices while protecting employers and 
preserving employees’ right to direct their accounts themselves If they so choose. 
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1 . Standard Investments 


Congress could designate certain standardized, broadly described types of 
investments as qualifying for a measure of fiduciary safe harbor treatment. In 
other words, plan sponsors would enjoy a degree of protection from certain 
challenges for imprudence or lack of diversification under ERISA if they made 
such standard investments the plan's default investment and participants did not 
opt out of the default (or if participants affirmatively selected such investments 
from among an array of options). In addition to stable-value investments such as 
bond and money market funds, standard investments would include balanced, 
prudently diversified, low-cost funds (such as low-cost index funds) with a range 
of permissible allocations between equities and bonds. Plan sponsors would not 
be required to offer such investments but would be permitted to impose them on 
all participants, include them among participants’ investment options, or make 
them the plan’s default option. Standards could be drawn broadly enough so that 
market competition would continue on price, service, and, to some extent, 
product. 

Plan sponsors would have an incentive to use standard investments to the extent 
that doing so would help protect them against charges of imprudent asset 
allocation or lack of diversification. Employers would not be given a blanket 
exemption from all fiduciary responsibility: plan fiduciaries would retain 
appropriate responsibility for avoiding conflicts of interest, excessive fees, lack of 
diversification, and imprudent investment choices. However, employers would 
receive meaningful protection under ERISA, thus encouraging more employers to 
consider automatic enrollment. Indeed, the market might come to view the types 
of investment that receive such favorable treatment as in effect enjoying a 
presumption of prudence. Use of “presumptively prudent” balanced or life-cycle 
funds as the default investment in lieu of stable-value funds or employer stock 
seems likely, in turn, to improve investment returns for participants. 

The law could provide explicit approval for short-term default investment in 
stable-value funds, which then switch to balanced or life-cycle funds thereafter. 
This option could be especially useful for firms that include automatic enrollment 
as part of their 401 (k) plan. The purpose would be to ensure that workers who 
quickly changed their minds and wanted to opt out of the 401 (k), perhaps 
because they had not realized that they would be included as a result of 
automatic enrollment, would not experience capital losses.”’* 

2. Managed Accounts 


As discussed earlier. Congress could encourage automatic enrollment by providing a short “unwind" period during 
vi^ich workers who decided to opt out of the 401{k) could withdraw meir contributions and could avoid early withdrav^^l 
penalties. Accordingly, the default Investment could be a staWe-value fund for the duration of this unwind period. 
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Congress could also make it clear that plan sponsors seeking protection from 
fiduciary liability could designate an independent professional investment 
manager to invest participants’ accounts. This would free participants from 
having to manage their own accounts, although they could retain the option to do 
so. The plan sponsor and trustee would be protected from fiduciary responsibility 
for investments appropriately delegated to an independent investment manager 
(except for the continuing responsibility to prudently select and monitor the 
manager). 

The law may be sufficiently clear in this area that no statutory change is required. 
However, Congress could clarify how a managed account approach can fit into 
an otherwise self-directed 401 (k) plan, which might accelerate the expansion of 
professional account management services, already an emerging trend. Like 
standard investments, managed accounts generally would ensure reasonable 
asset allocation and adequate diversification. (In practice, the two approaches 
would likely converge.) Accordingly, an important by-product would likely be the 
divestiture of excessive amounts of employer stock in the interest of 
diversification. And Congress could give managers a fiduciary safe harbor or 
exemption for investing some fraction (say, up to 5 or 10 percent) of each 
account balance in employer stock, if desired. 

D. Policy Strategies Targeted More Specifically to Employer Stock 

Specific policy changes relating to company stock are also warranted. The goal 
is not to eliminate company stock investments, but rather to reduce the 
overconcentration that exposes so many participants to unnecessary risk. David 
Wray, President of the Profit-Sharing 401(k) Council of America, has noted that 
sometimes the choice is effectively between employer contribution of company 
stock and no contribution at all — especially during economically difficult times 
and for privately held companies. 

1 . “Crowdout” of Employer Stock 

A minimalist strategy for diversifying away from employer stock, in the context of 
the above proposals, would be to do nothing specifically about it, on the ground 
that exposing employees' 401 (k) accounts to professional investment 
management (or standardized default investments) is itself likely to reduce the 
concentration in employer stock over time. The gospel of sound asset allocation 
and diversification will become more pervasive, and professional expertise will 
permeate the system far more readily, once employees are no longer the only or 
primary managers of their plan portfolios. Accordingly, as professional 
management and standard investments increasingly replace employee self- 
direction, the practice of overconcentration in employer stock and poorly 
balanced portfolios would eventually give way to diversification and sound asset 
allocation. 
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2. Diversification Safe Harbor for Plan Sponsors 

Congress could also give a fiduciary safe harbor to plan fiduciaries that follow a 
systematic employer stock divestiture program. This would facilitate divestiture 
by plan sponsors that recognize they might have gotten in too deep but are still 
hesitant to divest themselves of the company stock. Employers fear litigation for 
fiduciary breach if their plans sell company stock or sell it too quickly (in the event 
the stock value subsequently rises) or too slowly (in the event the stock value 
falls). A safe harbor “glide path" for systematic, gradual diversification would also 
help address employers’ other legitimate concerns that large sales of company 
stock from the plan might depress the market for the stock or, more commonly, 
might be perceived by the market or by employees as a signal that management 
lacks confidence in the company’s future. 

3. “Sell More Tomorrow’’ 


Richard Thaler and Shlomo Benartzi suggest that plan sponsors offer employees 
the option of participating in a systematic program of gradual employer stock 
divestiture over a period of years.’*® Consistent with the employer-level safe 
harbor “glide path” approach suggested above. Thaler and Benartzi advocate this 
creative, employee-level approach (which they call “Sell More Tomorrow’’) as a 
way to encourage employees to take a possibly difficult step by arranging to do 
most of it in the future. By spreading out the sale of the shares over time, this 
approach also avoids potentially depressing the market for the stock and 
mitigates any risk of remorse on the part of employees for having sold at the 
wrong time. 

4. Threshold Approach 

Another possible approach to reducing overconcentration in employer stock 
would permit employees to invest employee contributions in employer stock only 
to the extent that the contributions in a given year exceed some threshold. Such 
a threshold could be set, for example, at 7 percent of pay — a level slightly above 
the actual average 401 (k) contribution rate. 

E. Autoinvestment in General 


The automatic investment approaches described here — particularly the use of 
managed accounts or sound standard investments not only as an investment 
option but also as the default investment mode — ^would improve 401 (k) asset 
allocation and investment performance generally while working in concert with 
other methods described here to reduce overconcentration in company stock. 
Approaches such as these would save employees from having to be financial 
experts while continuing to allow self-direction for those employees who want it, 


Shlomo Benartzi and Richard H. Thaler, "Sell More Twnorrow: Using Behavioral Economics to improve Diversification 
in 401(k) Plans: Solving the Company Stock Problem,’ University of California, Los Angeles, 2002. 
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And by improving investment performance, such a strategy should increase 
retirement savings. 

V. Cash Balance Pension Conversions: A Legislative Framework for 
Resolution 


The regulation of cash balance and other hybrid plans has potentially far- 
reaching consequences for the health of the defined benefit pension system and 
for workers’ retirement security. The system as a whole would benefit from a 
resolution of the cash balance controversy that would settle the law governing 
those plans in a reasonable way. I believe that Congress can resolve the cash 
balance issue in a manner that provides substantial protection to older workers 
from the adverse effects of a conversion while allowing employers reasonable 
flexibility to change their plans and reasonable certainty regarding the applicable 
rules. 

Hybrid plans, such as cash balance pension plans, are plans of one type - 
defined benefit (DB) or defined contribution (DC) - that share certain 
characteristics of the other type. Currently, a major portion of the defined benefit 
universe takes the form of cash balance or other hybrid plans, as hundreds of 
sponsors of traditional defined benefit plans have converted those plans to cash 
balance formats in recent years. However, the precise application of the 
governing statutes to such hybrid plans has been the subject of uncertainty, 
litigation and controversy. 

The following portion of this testimony illustrates a possible legislative framework 
for resolution of the cash balance pension issue. Of course, no resolution of this 
highly contentious issue would leave all parties fully satisfied. There is ultimately 
a sharp tradeoff between protecting older workers from certain changes in plans 
and preserving employers’ flexibility to make changes in a private pension 
system where they are not required to adopt or continue plans. However, the 
approach outlined here seeks to illustrate how Congress might find common 
ground - or at least middle ground - by allowing cash balance plans and 
conversions, resuming the IRS review and approval process, and giving plan 
sponsors reasonable flexibility to choose how - but not whether - to protect older 
workers. In a sense, plan sponsors have already pointed the way: corporate 
‘best practices” in a number of instances have sought to combine reasonable 
protection for employees with reasonable flexibility for the employer. 

The material provided in this statement is illustrative, not prescriptive; it is 
intended to illustrate that Congress has realistic options for providing cash 
balance conversion relief with reasonable employer flexibility, rather than to 
make specific recommendations. 

A. Preliminary Matters 
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The cash balance pension issue has been the subject of sharply differing views, 
reflected in proposed legislation, legislative and policy debate, litigation, 
comments on regulations, academic writing, editorials, etc. In addition, the 
issues relating to cash balance plans and conversions of traditional defined 
benefit (DB) pension plans to cash balance plans and other hybrid pension 
programs are relatively involved.'*® 

This statement is intended only to sketch out a "broad-brush" response. It does 
not rehearse the legal or policy issues presented by cash balance plans and 
conversions; it does not go into detail regarding the specifics of the approaches 
outlined here; it certainly does not purport to illustrate how all of the important 
related issues and major questions in this area might be resolved; and, as noted, 
it is illustrative or descriptive rather than prescriptive. Should the Committee wish 
to have further information, I would be glad to respond. 

B. Cash Balance Conversion Relief and Employer Flexibility 

A central policy concern raised by cash balance plans'*^ is whether and how 
conversions from traditional defined benefit to cash balance plans can be carried 
out in a manner that sufficiently protects older and long-tenured employees who 
would otherwise be adversely affected — without unduly limiting employer 
flexibility to change their plans and without stifling innovation and creativity in the 
market and In pension design.'*® In fact, among the significant legal issues that 
have been raised regarding cash balance plans are whether the plans are 
inherently age discriminatory and whether conversions are age discriminatory ~ 
particularly whether the plans or conversions violate the age-related proscriptions 
of section 41 1(b)(1)(H) of the Internal Revenue Code (IRC) and its counterpart 
provisions under ERISA and the Age Discrimination in Employment Act (ADEA). 

Plan sponsors undertaking cash balance conversions have adopted a range of 
provisions intended to provide varying degrees of transition protection to current 
employees.'*® Some of these protective provisions might be described as 
corporate “best practices” that are generally similar to the “choice” requirements 


In some respects, cash balance plans resemble EXJ plans. They are presented to employees using DC plan concepte, 
with an account that increases over time as a result of interest and ccmipensation credit. In addition, the pattern of 
economic accrual under a cash balance plan (i.e., each employee is credited with a hypothetical allocation virhic^i is a 
percentage of that employee’s compensation for that year) is doser to the economic accrual under a traditional DC plan 
than under a traditional DB plan design. However, a cash balance plan is not a DC plan because an individual’s benefits 
under a cash balance plan are not solely derived from the individual’s allocated contributions plus attributable investment 
return. Therefore, cash balance plans are DB plans. 

The material in this footnote is quoted essentially verbatim from prior testimony of the witness (while serving in the 
Treasury Department):Testimony of J. Marf( Iwry, Benefits Tax Counsel, Office of Tax Policy. U. S. Department of the 
Treasury, before the Committee on Health, Education. Labor and Pensions, United States Senate, page 4. That testimony 
contains forther discussion of cash balance plans and conversions. 

In the interest of avoiding further complexity, this testimony refers to “cash balance plans" rather than attempting to 
address the issues raised by other fornis of hybrid plans such as pension equity plans. 

The material in this paragraph is drawn largely from my June 4. 2003 testimony, pages 5-6, 18-19. 

U. S. General Accounting Office, Cash Balance Plans; Implications for Retirement Income, pages 34-36 (2000). 
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that would be imposed by H. R. 1677, the Pension Benefits Protection Act, 
introduced by Congressman Bernie Sanders and this Committee’s Ranking 
Member, Congressman George Miller, and co-sponsored by other Members. 

The bill requires companies that convert to cash balance plans to allow workers 
who are either at least 40 years old or have at least 10 years of service the 
choice to remain in the traditional defined benefit plan. 

Other converting employers have provided protection that would not meet the 
standard established in H.R. 1677, but that some would describe as “good 
practices” that substantially exceed the requirements that would have been 
imposed, for example, by the regulations proposed by the Treasury Department 
in December 2002.® 

C. Possible Framework for a Legislative Solution 

As noted, a possible legislative resolution of the cash balance issue could allow 
cash balance plans and conversions, resume the IRS review and approval 
process, and give plan sponsors reasonable flexibility to choose how - but not 
whether - to protect older workers. Thus, at the core of the legislative package 
would be an essential quid pro quo: a clean bill of health for hybrid plans that 
meet certain standards in exchange for reasonable protection of older/longer 
serving participants affected by conversions. 

It must be recognized that this would break new ground, taking ERISA and the 
plan qualification rules to a place where they generally have not been before. If 
Congress is to give effect to a policy rooted in age discrimination concerns raised 
by conversions to hybrid plans, care must also be taken to minimize collateral 
damage to employers' willingness to sponsor defined benefit or qualified plans 
generally. Because of the overall state of the defined benefit system and plan 
sponsor fears that this type of legislation might portend further legislative 
restrictions on employers’ flexibility to amend plans, some believe such 
legislation would contribute to widespread defined benefit plan freezes or 
terminations. However, others are concerned that the current uncertainty is likely 
to be more damaging, and that clear rules are needed for hybrids and 
conversions. 

Minimizing spillover effects of the legislation would involve, among other things, 
distinguishing conversions to hybrid plans from other types of amendments, in 
order to make clear that newly-enacted participant protection requirements 
would apply to conversions but not to other types of amendments (or to plan 
terminations or freezes). Presumably, for example, the new legislation would not 
apply to an amendment of a traditional defined benefit plan to move from final to 


See id. Of course Congress should not view the prc^)osed regulations as a source of potential guidance concerning the 
appropriate policy balance here. When it developed those regulafions. Treasury was operating under a major constraint:: 
it was required to wof1< within its interpretation of the current statute. As discussed below, Treasury’s subsequent 
legislative proposal goes well beyond the scope of the proposed regulations. 
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career average pay and/or to eliminate an early retirement subsidy in compliance 
with current anti-cutback requirements - unless the amendment also involves 
conversion to hybrid format. Legislators, regulators, or the courts would then 
need to consider how to deal with step transactions that involve sequential 
conversions and other amendments. 

For these purposes, the legislation would need to define hybrid plans (perhaps in 
terms that refer, for example, to defined benefit plans that state the accrued 
benefit as an account balance) and conversions (e.g., amendment of a defined 
benefit plan that does not, to one that does, state the accrued benefit in terms of 
an account balance). 


Explicitly or implicitly, the legislation would address hybrid plans in steady state 
and conversions, at least those that take place after a specified effective date. 
Explicitly or implicitly, it would also have to deal with past years - steady state 
and conversions - or at least be drafted with care to take into account its 
possible implications for past years and for existing litigation. 

By way of illustration, legislation could include the following 12 basic elements: 
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1 . Provide that cash balance plans will not be treated as inherently age 
discriminatory, i.e., that new or steady-state cash balance plans do not per .^ 
violate the age discrimination laws if they would satisfy the defirvsd contribu^n 
age discrimination standard of IRC section 411(b)(2). 

I 2. As a condition of treating a conversion as lawful, require the plan to protect a 
specified class of older and longer-service workers from wearaway of their 
normal and early retirement benefits. 


3. As a further cdndition, require the plan to give that protected class of oider 
and longer-service participants a reasonable level of additional protection from 
the adverse effects of the conversion 


altemativesi 


5 Give employers further flexibility by providing a ' safety valve", allowing 
individual plan ddhtohsl^to to the IRS that their cen^rsion 

provisions are substantially as^^eqtivebf older p^ici{^t5's»'^feast one of 
the safe harbors. - This cdu[(fineiuS#a “facts and'rSn^ithifa'nces” demonstration. 

' -S-s, - ^ V - " 

6. Give IRS specified additiondT^!^ and budp^ry 'Bsources to help it address 
the cash balance backlog, provided Treasw^pMRS Cdndur. A conversion that 


is the subject of such a 


could not be 
I funds'or without 


an IRS determination tetter. IRS wo 
conditions to limit the volume of suci 


■■ : . 'pKiJas 


7. Direct Treasury to propose, 
regulations implementing the s 
December 2002 proposed regi 
tetter review process for cash I 


^ 


»>appMcauans. 

ated legislation (replacing the 
Me the^A^de^rmination 

' .'-It- 


8. PossiUy authorize Tre^^ty ta|i^[i8l|^i|l^^^$a^jirbeiis that are not less 

safe harbors and that would ndf go affect unfildter %^rfge^an*osual 
period following^^ir sdbmiss^fo Congress in pfbl>i:%^.ferFh.' 

9. Allow cash balance plans to pay lump-sum distributions of the partfcipanfs 

account balance. sifejecf topspIl^limifeticma^iWetestp^^ rates so as 

not to exceed market rates of return (aometihies Tefertedto as the “whipsaw" 
issue). 
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10. To the extent practical, take steps to clarify the application of other related 
plan qualification provisions to hybrid plans and direct I reasury to fine tune the 
safe harlsors to the extent necessary to coordinate conversion protections for 
older workers with other plan qualification niles, including the prohibitions on 
discrimination in favor of highly compensated employees and restrictions on 
"backloading" of benefits. 

1 1 . Provide that the legislation is intended to have rfo'effect on the application or 
interpretation of the age discrimination laws beyond tfte limited sphere of hybrid 
pension plans and conversions 

12. Congress must determine the effective date>ofthe provisions referred to in ## 

2-4, above, and whether a leesonabie “safe h^i^t''^(lnyolving a lower level of 
participant protection) should apply to past cofiyerstons (including those for which 
an application for IRS detenninadon letter hasli^n^pending) and whether plan 
sponsors that wish to lop up'<th^r past conversions^i) meet such a standard 
shoul d be g iv en specific methods o f doing so^ _ ■ 


D. Building Blocks for Constructing Conversion Safe Harbors 
1 . In General 


In considering how to design options employers can use to protect current 
employees affected by a conversion, it is important to bear in mind that employer 
flexibility to choose among a menu of alternatives means that, in many instances, 
the protection will be only as strong as the weakest alternative. In accordance 
with the character of this discussion as descriptive rather than prescriptive, this 
testimony is not intended to advocate or recommend a particular approach 
regarding the degree or specific nature of the conversion protection Congress 
should require. Determining how much protection to require for current 
employees from the potential adverse effects of a conversion depends on how 
the nature and gravity of those effects are viewed and on how employees’ 
interests in protecting their benefits are balanced against plan sponsors’ need for 
flexibility and the potential impact on their willingness to maintain plans.®^ 

2. Full Protection of Benefit “Expectations” 

According to one view, the law should protect older workers’ expectations of 
future higher benefits under a traditional DB plan from the effects of a conversion 
- as some employers have done - because older workers affected by the 


The discussion in Ihis part does not address concerns that have been raised to the effect that the basic structure of the 
cash balance plan formula generally fails to comply with the existing provisions of IRC section 411(b)(1)(H) and similar 
ADEA and ERISA prohibitions on reduction in the rate of benelit accrual because of the attainment of any age. To the 
extent that concerns such as these are viewed as more in the nature of legal concerns under the current statutory 
provisions than policy concerns, they could be addressed as part of a legislative package, such as that outlined here, that 
would protect older workers from the adverse effects of cash balance conversions. At the same time, such concerns can 
also reflect an underlying policy concern about the effects of cash balance plans and of legislation that might encourage 
them. This testimony does not attempt to address the debate regarding the policy merits and drawbacks of hybrid plans. 
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conversion have given up current wages (whether implicitly or explicitly) in 
exchange for a traditional pension formula that provides only modest benefits in 
the employee's earlier years on the understanding that longer-serving employees 
will be more richly rewarded late in their career. In addition, under a related view, 
conversions often discriminate against older workers, treating them less 
favorably than younger employees. These concerns might suggest requiring 
older or longer-service employees to be grandfathered in the old formula benefit, 
giving them the greater of the old and new formula benefit, or giving them a 
choice between the two formulas at retirement.®^ See, for example, H.R. 1677. 

Some employers have extended such grandfathering, “greater of treatment, or 
choice to a specified class of individuals who participated in the traditional DB 
plan at conversion (e.g., those who have reached a certain age and/or have 
completed a certain period of service as of the conversion). Variations of this 
view - reflected in various other corporate practices and in Treasury's legislative 
proposal, discussed below - would require such protection to last only for a 
limited period of years. 

Under these approaches, it is assumed that where the conversion is intended to 
reduce pension costs for the plan sponsor or to spread the benefits of the DB 
plan more broadly among the work force, the temporary transition relief for 
current employees will not prevent the sponsor from realizing those benefits in 
the long run, as the number of nongrandfathered employees grows while the 
number of grandfathered employees diminishes. 

3. Preventing the Worst of Both Worlds 

A different view is driven more by a recognition of the employer’s ability to freeze 
or terminate a DB plan, even a traditional one with a “backloaded” pattern of 
benefits, and by a concern about the impact on the private employer-sponsored 
pension system of beginning to require qualified plan sponsors to protect 
employee expectations of future benefit accruals. For some, however, this 
concern is tempered by a recognition that a conversion can result in a smaller 
total benefit for an employee than if he or she had been covered by the cash 
balance plan for the employee’s entire career. This can occur because, during 
the early years of one’s career, the traditional DB might provide smaller benefits 
than the cash balance plan. (This is sometimes referred to as the “bow tie” 
effect, reflecting of the shape of the graph depicting it.) 


Some contend that employee chdce regarding sue* technical mattere is less appropriate than grandfathering 
employees in the old formula to the extent it would provide a greater benefit at retirement. Under this view, permitting 
employees a choice at retirement amounts to little more than offering a choice between more money and less - an 
exerdse that is either vrasted motion or. in a few cases, unnecessarily risky. And offering employees a choice at the time 
of conversion presents an undue risk of unwise or uninformed choices, which can ultimately result in remorse and 
litigation to the detriment of both employees and employers. In view of the risk of eventual litigation, the concern has 
been expressed that choice at conversion puts excessive pressure on the accuracy, comprehensiveness, and usefulness 
of the plan sponsor’s disdosures and any related assistance to employees. Choice also raises issues relating to the 
handling of plan amendments that take effect between conversion and retirement. 
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Thus, some would hold that even if it were impractical for the system to require 
converting employers to guarantee their workers the best of both worlds (the 
greater of the old and new formulas or a choice between them), it should at least 
require employers to protect their employees from the worst of both worlds. One 
method of preventing the “bow tie” effect is to establish an opening account 
balance equal to the present value of a hypothetically “reconstructed” cash 
balance benefit. This would be the benefit the employee would have earned 
before the conversion date had the cash balance formula covered the employee 
since he or she began work with the employer (assuming that amount exceeds 
the present value of the employee’s actual pre-conversion accrued benefit under 
the traditional DB plan). Alternatively, if the “sum-of (A+B) method (discussed 
below) is used, and if the present value of the A piece (the frozen old-formula 
benefit) is less than the hypothetically reconstructed preconversion cash balance 
benefit, then the present value of the A element might be increased to equal that 
reconstructed benefit. 

4. Preventing Wearawav 

“Greater-of’ Approach . A related adverse effect of a conversion on employees 
is the extended suspension of new benefit accruals that can occur after a 
conversion when employees are promised the greater of an old-formula benefit 
that is frozen (because additional service is not earning employees additional 
benefits under that formula) and a new-formula benefit that is less generous but 
that does continue to grow with additional service. This so-called “wearaway” of 
the frozen old-formula benefit - whereby no new net benefits are being earned 
so long as the frozen old-formula benefit continues to exceed the growing new- 
formula benefit - can apply to the normal retirement benefit (typically the benefit 
payable at age 65) and to the early retirement benefit. In many cases, where the 
early retirement benefit is “subsidized” and hence is actuarially more valuable 
than the normal retirement benefit, the wearaway of the early retirement benefit 
will be potentially more costly to the employee than the wearaway of the normal 
retirement benefit. 

Some would advocate requiring protection only to the extent necessary to 
prevent or to simply mitigate the wearaway - of either the normal and early 
retirement benefits or only the normal retirement benefit. (The December 2002 
proposed Treasury regulations would require converting plan sponsors to take 
steps to mitigate the wearaway of the normal retirement benefit, but the 
Treasury's later legislative proposal would prohibit wearaway of the early 
retirement benefit as well.) 

“Sum-of or “A+B” Approach. This approach would formulate protections 
based generally on a policy that employers should continue to be free in the 
future to stop one plan formula and start another, but without offsetting the old 
benefits against the new — at least not in a way that particularly disadvantages 
older workers. Thus, the employer could be required to mimic the result that 
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would obtain if it froze the traditional DB plan and adopted a new cash balance 
plan that provided benefits wholly unrelated to the old frozen plan benefits. 

This would suggest a ‘sum-of’ or “A+B” approach whereby employees’ normal 
and early retirement benefits after the conversion are equal to the sum of the 
normal or early retirement benefits they earned before the conversion under the 
old plan formula (the “A" element) and the cash balance benefits they earn after 
the conversion (the “B” element). (This “sum-of approach is contrasted with the 
“greater-of approach described above, which promises employees the greater of 
an old-formula frozen benefit and a growing new-formula cash balance benefit.) 

Recognizing Post-Conversion Compensation Increases . A variation would 
require the employer to increase the “A” element - the benefit earned under the 
old formula before conversion - to reflect post-conversion increases in 
compensation (though not post-conversion service). The rationale would be that, 
even if the employee is not grandfathered in the entire old formula such that it 
would continue to apply to service after the conversion, the final average pay 
feature of the old formula was a particularly key element of the employee’s 
expectations that should be honored after the conversion. In addition, essentially 
indexing the pre-conversion benefit for inflation in this manner can help address 
the concern of those who believe that merely preventing post-conversion 
wearaway does too little to offset the harm to older employees. 

Immediate Vesting . Another possible element would be to require full and 
immediate vesting of benefits (to the extent funded) upon the conversion. The 
rationale for this would be that the conversion, if likened to a freeze of one plan 
and establishment of another, has an effect similar to a partial termination of a 
plan that would require immediate vesting.®^ 

Establishing Opening Account Balance to Prevent Wearaway of Normal 
Benefit . A variation on the “sum-of approach would allow the employer, as an 
alternative, to establish an opening account balance under the cash balance 
formula that includes the full present value of the normal retirement benefit the 
employee had earned under the traditional plan formula before the conversion, 
and that grows as the employee earns cash balance pay and interest credits. 
Congress could require the present value to be calculated using actuarial 
assumptions that include the statutorily prescribed interest rate for determining 
present values of pension benefits. The advantage of this alternative to the 
“sum-of is presentational simplicity: it presents the full normal retirement benefit, 
pre- and post-conversion, in a single format, as an account balance. 

A major drawback, however, is that the opening account balance approach does 
not readily lend itself to preventing wearaway of early retirement benefits. (It also 
does not readily lend itself to recognizing the effect of post-conversion 


Some have argued that cx^nversions should be treated as plan terminations, triggering not only immediate vesting but 
also annuittzation and excise and income tax on any surplus assets. 
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compensation increases on the traditional old-formula benefit.) Early retirement 
benefits under a traditional DB plan can be particularly valuable because they 
often are “subsidized” relative to the normal retirement benefit (i.e, the monthly or 
annual payment under the early retirement annuity is not reduced - or not 
reduced sufficiently - to reflect the fact that it begins earlier and therefore is 
expected to make more payments than the age-65 annuity). Consequently, the 
opening account balance method needs to be supplemented by a contingent 
early retirement subsidy (the “pop-up” benefit described below). 

“Pop-Up" Early Retirement Subsidy . An early retirement subsidy is a 
contingent benefit. Its value depends on whether and when the employee 
retires. An employee does not realize any early retirement subsidy if he or she 
terminates employment either before becoming eligible for it or after reaching 
normal retirement age. Consequently, the value of the subsidy is not readily 
captured in a post-conversion opening account balance. Attempts to do so, 
depending on how they are designed, tend to result in age discrimination, partial 
loss of benefits, and windfalls. 

However, early retirement subsidies can be preserved on a contingent, 
“springing" basis. The plan keeps track of the subsidy under the old formula and 
prevents wearaway of the subsidy by adding it to the employee’s total retirement 
benefit (under the old and new formulas) if and when the employee retires early 
and qualifies for it. This “pop-up” protection can be quite important to employees, 
although employers note that it comes at a cost in terms of presentational 
simplicity. It can also be combined with the use of an opening account balance 
that reflects the present value of the normal retirement benefit earned before the 
conversion. 

5. Greater of "Sum-of and “Greater-of 

Another variation would provide a normal retirement benefit equal to the greater 
of the benefit produced by the “sum-of A+B method and the “greater-of 
(opening account balance) method. As noted, 

• the “sum-of method provides a total benefit equal to the sum of the frozen 
old formula pre-conversion benefit in the form expressed under the 
traditional plan (“A”) and the new formula account balance resulting from 
annual post-conversion cash balance pay and interest credits (“B”); 

• the “greater-of method provides a total benefit equal to the greater of the 
old formula frozen benefit and the new formula account balance, which in 
turn consists of an opening account balance equal to the present value of 
the pre-conversion benefit plus annual post-conversion cash balance pay 
and interest credits. 
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This approach would prevent wearaway without the associated risk, under some 
circumstances, that the final benefit will be less than it would be under a “greater- 
of approach. 

6. “Straight-lining”: Preventing Reduction of the Pre-Conversion Accrual 
Rate 


Another view would stop short of requiring protection of employees’ expectations 
of steadily increasing accrual rates under the traditional defined benefit plan, but 
would interpret the section 41 1 (b)(1 )(H) prohibition on reducing the rate of benefit 
accrual because of age as requiring a comparison of older and younger 
employees' rates of benefit accrual before and after the conversion. Instead of 
comparing a conversion to a freeze of one plan and fresh-start adoption of 
another, this approach would take the view that because the conversion is a plan 
amendment and the plan retains its defined benefit character, the conversion 
should be analyzed as a plan amendment under IRC section 411(b)(1)(H) to 
determine whether it reduces the rate of benefit accrual because of age. 

To permit an “apples to apples" comparison for this purpose, one could take the 
present value of the traditional DB plan’s pre-conversion rate of accrual and 
express it as an equivalent allocation rate (i.e., an equivalent DC plan 
contribution) or cash balance pay credit. 


• For example, a conversion might provide a 5%-of-pay hypothetical cash 
balance contribution or pay credit to all employees, including an older 
employee who had an accrual rate under the traditional DB plan 
equivalent to a 1 2%-of-pay contribution and a younger employee who had 
an accrual rate under the traditional plan equivalent to a 4%-of-pay 
contribution. 

Under one view, the conversion would have impermissibly reduced the rate of 
benefit accrual on account of age. Under such an interpretation, preventing age 
discrimination would not require grandfathering an older employee in his or her 
traditional DB benefit formula, including expected future increases in the rate of 
benefit accrual, but only in a pay credit equivalent to the employee’s pre- 
conversion rate of benefit accrual. Literal adoption of such an approach would 
give rise to a host of issues, such as the practical complexity of maintaining many 
different age-sensitive pay credit rates and coordination with qualified plan 
standards designed to prevent discrimination in favor of highly paid employees. 
One alternative, however, would be to view this concept not as an application of 
current law but rather as an underlying theory that might serve as a basis for 
designing a safe harbor, available for future conversions, that would involve age- 
or service-weighted pay credits (as described in the following section). 


7. Age- or Service-Weighted Pay Credits or Opening Balances 
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A practice not uncommon among converting employers has been to provide for a 
tiered pay credit rate under the cash balance plan - a higher pay credit 
percentage for older (or longer service) employees than for younger (or shorter 
service) employees - though not necessarily as high as would be needed to 
equal the older worker’s pre-conversion rate of accrual (see 6, above). 

Congress could, if it wished, borrow a leaf from these employers. A conversion 
could be treated as not age discriminatory if older employees receive sufficiently 
high and durable cash balance pay credits - defined by reference to the pre- 
conversion rate of accrual, younger employees’ pay credits, or an absolute 
percentage of pay. Like other ameliorative measures, such an approach would 
need to be carefully crafted to avoid doing violence to age discrimination law 
generally. It also would need to be coordinated with qualified plan 
nondiscrimination policy and standards. 

Additional amounts credited to older employees’ opening account balances might 
be designated as another permissible means of offsetting the adverse effects of 
the conversion, if meaningful equivalencies can be determined. It is difficult, 
however, to preserve the benefits of an early retirement subsidy solely through 
higher pay credits or an additional opening account balance, as opposed to an 
additional benefit that becomes payable if and when a participant becomes 
eligible for the early retirement subsidy after retiring (the “pop-up" approach). 

E. Conversion Safe Harbors 


As noted earlier. Congress could prescribe minimum standards for protecting 
employees from the adverse effects of cash balance conversions by giving 
employers flexibility to choose among a specified array of “safe harbor” 
alternatives for designing protective arrangements. 

In addition to defining safe harbors (which could be fleshed out through 
regulations once they were sufficiently described in the statute). Congress would 
need to determine how non-safe-harbor conversions would be treated. For 
example, one possible approach would be to provide that a conversion that does 
not satisfy any safe harbor is vulnerable to challenge as age discriminatory (i.e., 
it reduces the rate of benefit accrual on account of age in violation of the 
statutory provisions) and is not entitled to an IRS determination letter covering 
the age discrimination issue, unless the specific facts demonstrate othenvise. 
Another approach would be to provide that such a conversion is subject to a 
rebuttable presumption that it reduces the rate of benefit accrual because of age. 

As noted, this testimony is not intended to suggest where Congress should set 
the bar, i.e., it does not advocate or recommend a particular approach regarding 
the amount or type of conversion protection Congress should require. 
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Conversion safe harbors could be constructed from the methods or “building 
blocks” described above. By way of illustration, possible safe harbors might 
include provisions along the lines of the following: 

1 . Full Protection of “Expected” Benefits 

One safe harbor could require protection of older or longer-service employees’ 
old-formula benefit expectations, including expectations regarding future 
increases in the rate of benefit accrual. This protection could take the form of 
being (a) grandfathered in the old formula benefit, (b) given the greater of the old 
and new formula benefit at retirement, or (c) given a choice between the two 
formulas at retirement. See D.2, above. 

• In addition to limiting the required protection to a particular class of 

employees by age and service. Congress could, if it thought it appropriate, 
limit the duration of the required protection. 

2. Preservation of Pre-Conversion Rate of Accrual 


A second safe harbor might treat a conversion as not reducing the rate of benefit 
accrual because of age if the plan provided age-weighted (or age- and service- 
weighted) pay credits based on the pay credit equivalents of employees' pre- 
conversion rates of benefit accrual. See D.7, above. 

• If Congress thought it appropriate, it could set the bar for age-weighted 
pay credits somewhat lower than - but taking into account - the level 
required to make employees whole relative to their pre-conversion accrual 
rates. The legislation could, for example, define the level of credits 
required for older employees by reference to the pre-conversion rate of 
accrual, younger employees' pay credits, or an absolute percentage of 
pay. Congress might also allow other types of credits - such as one-time 
transition credits added to the opening account balance ~ to substitute for 
some or all of the higher pay credits, although the determination of rough 
equivalencies would not be straightforward. See D.7, above. 

3. “Sum-of (A+B) Plus Early Retirement Subsidy Pop-Ud and Compensation 

Updates to Old-Formula Benefit 

A third safe harbor might be constructed by building on the anti-wearaway 
protections described in D.4, above. Just as Congress, if it decided to seek a 
middle ground between competing interests, would have to determine how much 
to limit or subtract from the basic structure of the first two safe harbors (full 
grandfathering), it would similarly have to decide how much to build up or add to 
the basic structure of this third safe harbor (the “sum-of approach to preventing 
wearaway). 
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Often, the two aspects of the traditional DB benefit formula that contribute most 
to the “backloaded" character of the plan are early retirement subsidies and the 
final average pay feature. If it wished to. Congress could partially offset the loss 
of these features by, for example, designing a safe harbor that begins with the 
“sum-of (A+B) method and adds both an early retirement subsidy pop-up and 
recognition of post-conversion compensation increases in determining the value 
of the “A” element (the frozen old-formula benefit). See D.4, above. 

4. Enhanced Opening Account Balance Plus Early Retirement Subsidy 

Pop-Up 

As an alternative to the "sum-of approach, which starts with a zero account 
balance after the conversion, another safe harbor could permit use of the 
opening account balance method outlined in D.4, above. Under that method, the 
cash balance account begins by including the full present value (determined 
using the statutory interest rate) of the employee’s pre-conversion normal 
retirement benefit, and grows as the employee earns cash balance pay and 
interest credits. 

As in the previous safe harbor, early retirement subsidies under the traditional 
plan would be preserved via an early retirement subsidy pop-up. However, since 
this single account balance (opening account balance) method does not readily 
accommodate recognition of post-conversion compensation increases in 
determining benefits, the employer might be required to increase the opening 
account balance by a specified percentage as a rough-justice substitute. 

5. Safety Valve Facts and Circumstances Determination 

As an alternative to using a safe harbor method, employers might be given 
further flexibility through a “safety valve” procedure allowing individual employers 
to make a “facts and circumstances” demonstration to the IRS that their 
conversion provisions are substantially as protective of older participants as at 
least one of the safe harbors or that, in any event, their conversion does not 
reduce the rate of benefit accrual because of age in violation of IRC section 
411(b)(1)(H). 

Any such safety valve option would likely impose heavy demands on IRS 
resources. Processing such an application would be a labor-intensive procedure 
requiring highly trained technical personnel, who are in short supply. 

Accordingly, access to such a determination would need to be, in effect, rationed. 
This could be done by appropriately limiting the eligibility conditions. In addition, 
a natural rationing process might occur as plan sponsors seeking such special 
determinations instead of complying with one of the safe harbors would be forced 
to wait in the queue and probably endure substantial delays. Of course such 
rationing would be justifiable only if the safe harbors were reasonable. 
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* 
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As an additional cross-cutting requirement, converting employers, regardless of 
which safe harbor they are relying on, might be required to protect employees 
from the “worst of both worlds” situation described in D.3, above, using the 
“reconstructed account balance” described there or an alternative method. 


F. Treasury's Legislative Proposal 

In response to a congressional directive, the Treasury Department suspended its 
cash balance regulations project and, in February 2004, issued a legislative 
proposal regarding cash balance conversions (reiterated in substantially similar 
form in February 2005 in connection with the administration's budget). 

Substantial elements of the Treasury proposal are similar to elements outlined 
above (and in testimony I submitted to the House on July 1 , 2003). 

In my view, the Treasury proposal represents a serious and constructive first step 
toward a solution. Congress should carefully consider a number of the elements 
in Treasury's proposal when it crafts legislation. However, the Treasury proposal 
as a whole should not be viewed as meeting the requirements of an adequate 
solution, for reasons suggested below. 

1 . Basic Elements 


Treasury's proposal would provide that cash balance and other hybrid plans do 
not violate the age discrimination rules if they satisfy the defined contribution 
standard for avoiding age discrimination (similar to item 1 in the list of 12 basic 
elements above). The so-called “whipsaw” restrictions would be eliminated, so 
that cash balance plans would be permitted to distribute a participant's account 
balance as a lump sum distribution provided that interest was not credited in 
excess of a market rate of return (similar to item 9 in the list of basic elements 
above). 

The conversion protections - which would apply only to future conversions - 
would take two forms. First, wearaway of the normal or early retirement benefit 
would be prohibited for all participants (see item 2 above). Second, a "hold 
harmless” period would apply for the first five years after a future conversion: 
benefits earned by any employee under the cash balance plan would be required 
to be at least as valuable as the benefits the employee would have earned under 
the traditional plan absent the conversion (compare to items 3 and 4, above). A 
plan sponsor would also satisfy that requirement if it grandfathered current 
participants under the traditional benefit formula or gave them a choice between 
the traditional formula and the cash balance formula. 
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The conversion transition protections would not be plan qualification 
requirements or, apparently, requirements under Title I of ERISA. Instead, a 100 
percent excise tax would be imposed on the plan sponsor equal to any shortfall 
between the benefits actually provided by the cash balance plan and the benefits 
required. However, to provide relief to companies “experiencing adverse 
business conditions,” the excise tax would be limited to the greater of the surplus 
assets of the plan upon conversion or the sponsor’s taxable income. The 
proposal would be effective prospectively, with legislative history stating the 
intent that no inference be drawn as to the status of cash balance plans or 
conversions under current law. 

2. Comments 


A number of elements in the Treasury proposal invite particular scrutiny. For 
example -- 

■ While some would regard any required “hold harmless,” grandfathering, or 
choice as excessive, many would view the five-year limitation on that 
protection in the Treasury proposal as unduly brief, A long-service 
participant in his or her fifties or late forties, for example, might well be 
exposed to a significant reduction for an extended period of employment 
after the five years have elapsed. 

• The conversion protections under the Treasury proposal are not limited to 
a specified protected class of older and longer-service participants. This 
gives the proposal the appearance of applying more broadly than many 
actual or proposed transition provisions that limit the required protection to 
those participants who have reached a specified age or years of service or 
both (such as a specified number of age and service “points”). Treasury’s 
decision not to limit the class of participants required to be protected may 
well reflect a concern about very substantial discrepancies between the 
treatment of participants who are on different sides of the eligibility line. 
The benefits realized by a protected participant from a hold harmless 
transition provision could be quite significant, and would contrast starkly 
with the lack of any such benefits for a participant with only a few months 
less service or age. Others would argue, however, that some element of 
arbitrary line-drawing is inevitable in this type of undertaking, and that the 
amount of transition benefit for those who barely qualify for the protected 
class might be sized appropriately without falling into excessive 
complexity. 

■ While the duration of the protective provisions is limited under the 
proposal, it appears that plan sponsors would not have the flexibility to 
provide less than the full amount of benefits that participants would have 
earned under the traditional formula. Some would favor this approach, but 
others might advocate for allowing employers the flexibility to give 
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something less than full protection during any transition period, i.e., partial 
continuation or preservation - sufficient to meet a specified standard -- of 
the benefits that would have been earned under the traditional formula. 

The Treasury approach would not necessarily accommodate techniques 
such as age- and service-weighted pay credits that might provide 
substantial transition relief but less than the full benefit participants would 
have earned under the traditional formula. 

■ The apparent decision to omit the protections from the plan qualification 
rules and Title I of ERISA raises questions regarding enforcement and 
remedies. An indirect Title I right might arise in certain cases, specifically 
where the plan provisions reflect the transition protection requirements but 
the employer fails to comply. 

■ With respect to the exception for employers with no taxable income, there 
is a threshold question whether a company in financial distress should be 
allowed to undertake a conversion without protecting older participants. 
Some would argue that when plan sponsors need to save money as a 
matter of survival, it is not important or necessarily desirable as a matter of 
policy to ensure that they have the option of realizing savings through a 
cash balance conversion that does not adequately protect older 
employees (as opposed to other means of saving money, perhaps 
including more direct reductions in benefits). Others would be swayed by 
the concern that a likely alternative in such circumstances might be an 
outright plan termination or freeze, but may nonetheless view the scope of 
the Treasury exception as unduly broad. As currently described in the 

T reasury documents, the exception to the excise tax appears to allow 
avoidance of the protective requirements by plan sponsors that are not in 
extremis but that have arranged their affairs so as to report little or no 
taxable income in a given year. 

■ Many would view the purely prospective nature of the T reasury proposal 
as desirable (e.g., on the basis that plan sponsors should not be required 
to have predicted the protective requirements before they were enacted). 
Others would prefer past conversions to be addressed by legislation in 
some fashion. Some would contend that at least the plan sponsors that 
converted after the IRS declared its moratorium on conversion-related 
determination letters (September 15, 1999) - and after the public notice 
shortly thereafter stating that the Treasury and IRS were reconsidering the 
application of the plan qualification rules to conversions - should be 
deemed to have been on notice and to have assumed the risk. Others 
would argue more broadly that participants affected by past conversions 
undertaken with little or not transition protection should be protected now 
at least to some practicable extent. Still others would have an interest in a 
provision making clear that many past conversions - those that met a 
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reasonable and flexible standard specified in legislation - were valid and 
will be protected from challenge. These issues are discussed above. 

G. Dealing With Past Conversions 

As noted, the process of crafting such legislation also requires dealing - explicitly 
or implicitly - with past years, including conversions that occurred in the past. 

Any bill would need to be drafted with care to take into account its possible 
implications for past years and for existing litigation. A number of alternative 
approaches are possible, including -- 

1 . Statutory silence regarding past conversions with no inference language in 
the legislative history. 

2. Required protections for past conversions (significantly lower than those 
required for future conversions) as a condition of obtaining comfort regarding 
past steady state hybrids or a safe harbor for past conversions that does not 
impose an explicit requirement. 

3. Some kind of process for obtaining comfort and resolving disputes regarding 
past conversions. 

Plan sponsors that undertook conversions in the past would ideally wish for an 
explicit clean bill of health for past conversions. But if this is not feasible, then, 
according to one point of view, legislation should establish a prospective effective 
date for conversion requirements and “no inference” language regarding past 
conversions.®^ According to this view, plan sponsors are better off without any 
statutory provisions seeking to provide “comfort" for past years: a safe harbor for 
past conversions arguably invites plaintiffs to challenge all conversions failing to 
meet the safe harbor. The variety of transition provisions in past conversions 
means many might not satisfy any single or simple safe harbor. 

Under a second and different view, at least some cash balance plan sponsors 
would welcome the certainty of being able to obtain comfort that their past 
conversions will not be challenged in court and that their hybrid plan will not be 
treated as age discriminatory in its steady state for past as well as future years. 
Under this approach, a statute that prescribes specific requirements for future 
conversions but provides only a reasonable and significantly lower safe harbor 
standard for past conversions would not mean that past conversions failing to 
meet the safe harbor are necessarily age discriminatory or otherwise violate the 


Many argue that, when converting in Uie past, employers had no way of knowing that any particular standard vw>uld 
apply: that they read signals from the government (e.g., section 401 (aX4) regulation safe harbor provision and preamble 
sentence. Notice 96-8 and, arguably, section 204(h) notice advance disclosure legislation) stating, suggesting or implying, 
as the case may be, that steady state cash balance plans were rrat age discriminatory, and numerous cash balance plans 
received IRS determination letters following conversion. Others respond that cash balance plans by their nature violated 
the literal terms of the three statutes; that conversions that failed to protect older participants were age discriminatory, and 
that at least some employers and ttteir adwsers were aware, white o*ers arguably should have been aware of this 
possibility. 
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plan qualification requirements. (The safe harbor would prescribe one method -- 
but not the only method®® - of demonstrating that the conversion was not age 
discriminatory.) But such legislation would give comfort to employers whose past 
conversions met the safe harbor and would give a choice to employers that want 
protection to top up and meet the safe harbor retroactively 

Finally, others would argue that, just as the price of an explicit statutory blessing 
of future steady state hybrid plans might be adequate protection of older 
participants in future conversions, the price of any statutory protection of 
employers from litigation over steady state hybrids in past years should be at 
least some protection of older workers in past conversions. Plan sponsors 
whose past conversions failed to meet this lower bar (presumably in the form of a 
safe harbor) would be able to “top up” after the fact, at least with respect to 
affected older employees who are still active, and would have guidance on how 
much top up is necessary on a safe harbor basis. According to this view, the 
employees who are most aggrieved are those adversely affected by the many 
past conversions - at least those that did not provide adequate transition relief - 
and because many of these employees have yet to retire, their benefits have not 
yet been definitively calculated. 

* * * 


A number of the potential arrangements described here can be viewed as means 
of giving employees “half a loaf - although the exact fraction that is or should be 
provided is the subject of vigorous debate. If Congress wished to find middle 
ground on this issue that strikes a balance between the legitimate competing 
interests, these are tools it can use (in addition to other techniques not described 
here). As noted, however, it is not the purpose of this discussion to suggest 
where Congress should strike any such balance along the spectrum of possible 
requirements from fuller protection (as in H.R. 1677) to far more limited 
protection. 

In addition, this discussion does not attempt to be comprehensive. It does not 
address many of the other issues implicated by or relevant to a legislative 
approach to conversions (other rules governing cash balance plans, application 
of a legislative approach to other hybrid plans, coordination with rules prohibiting 
discrimination in favor of highly compensated employees and restricting 
backloading, sanctions, financial accounting issues, etc.®®). 


A possible alternative approach might: allow controversies over past conversions to be resolved through a process 
established by legislation. The process might involve alternative dispute resolution without a government role or, 
alternatively, it might be a governmental process such as the opportjmty to apply for an IRS determination that a past 
conversion (with or without top-up) satisfied a standard designed to prohibit age discrimination. 

” Some have argued, for example, that future legislation should not permit conversions to cash balance plans that are 
“integrated" with Social Security (i.e., that use a formula that takes advantage of "permitted disparity” referred to in IRC 
section 401(1) to provide a higher pay credit for compensation above than for compensation below a specified level) on the 
theory that this plan design is inconsistent with the rationale for hybrid plans to the effect that they are easy for 
participants to understand. 
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As noted, this testimony does not attempt to provide a comprehensive outline of 
reforms to the employer system but instead focuses on several strategies for 
promoting retirement security and saving that, in my view, are particularly 
promising. 

Mr. Chairman and Ranking Member Kohl, I would be pleased to respond to any 
questions you and the Members of the Committee might have. 
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Table 1 

Saver’s Credit Rates and Effective Matching Rates by Income' 


Dollars except where stated otherwise 


Adjusted gross income 
Married Singles and 

filing jointly married 

filing 
separately 

Credit rate 
(percent) 

Tax credit 
for $2,000 
contribution 

After-tax 
cost of 
$2,000 
contribution 

Effective 
after-tax 
match rate 
(percent) 

0-30,000 

0-15,000 

50 

1,000 

1,000 

100 

30,001- 

32,500 

15,001- 

16,250 

20 

400 

1,600 

25 

32,501- 

50,000 

16,251- 

25,000 

10 

200 

1,800 

11 


Source: Authors’ 
calculations. 


(1) Calculations assume that the taxpayer has sufficient income tax liability to benefit ttom the 
nonrefundable credit shown, and exclude the effects of any tax deductions or exclusions 
associated with the contributions or with any employer matching contributions. 
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The Chairman. Thank you very much. Just for your notice, we 
probably have a vote coming up fairly soon. 

We do not have timing lights apparently operating in this room 
right now, so one of our assistants is going to notify you as to a 
reasonable amount of time so we can make sure we hear all of you. 

I am sorry. Pronounce your name for me. 

Mr. Steuerle. “Steuerle.” 

The Chairman. Steuerle, OK. 

STATEMENT OF EUGENE STEUERLE, SENIOR FELLOW, THE 
URBAN INSTITUTE, WASHINGTON, DC 

Mr. Steuerle. Thank you, Mr. Chairman and Senator Kohl. As 
I mentioned to Senator Smith before the formal hearing began it 
is a privilege to testify before this committee, in part because I 
think it is one of the true bipartisan committees on either side of 
the Congress. I always enjoy working with the committee because 
it really does try to seek answers to questions. 

As Mark has mentioned, on the positive side the United States 
is in a select group of developed countries with a very significant 
share of assets in pension and retirement accounts, and they are 
largely employer-sponsored. I would like to add that the involve- 
ment of employers appears to be very crucial in increasing retire- 
ment assets, whether the employer directly funds these accounts or 
merely makes them available to employees. 

Nonetheless, the evidence that retirement and pension incentives 
have done much recently for national saving is very weak. As you 
mentioned. Senator Kohl, citing some statistics, I believe, that a 
colleague and I came out with a few weeks ago, total personal sav- 
ing in the United States is now below just the revenue spent on 
supporting retirement and pension plans. That does not even count 
the revenue spent on other so-called saving incentives that Con- 
gress has adopted. Even that comparison further does not count 
other accounts in areas like health that have a saving component. 

Even if net saving were not an issue, the distribution of retire- 
ment saving is very highly skewed, and the current system fails to 
provide much in the way of retirement saving — but not just for low- 
income taxpayers, whom we have been talking about, but for 
middle-income taxpayers, as well. Most middle-income taxpayers, 
not just low-income taxpayers, go into retirement with very little 
in the way of saving. I make that comment very strongly because 
among the issues we discussed, such as automatic enrollment, it is 
not just an issue for low-income people. It is even for the middle- 
income people who are not saving. 

I will give you one quick statistic. For two-thirds of the popu- 
lation in the United States, the value of their Social Security and 
Medicare benefits alone is in excess of all their saving from every 
other source — their own homes, their retirement assets, their sav- 
ings accounts, every other source. So two-thirds of the population 
have more in Government benefits coming to them than from their 
entire saving when they go into retirement. So it is far more than 
a low-income issue. 

Now, one major reason is that all of these Government subsidies 
that we have are not for saving. They are for deposits. There is a 
big difference. A taxpayer can borrow, for instance, and put money 
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in a saving account or a subsidized saving account, and he would 
be taking interest deductions on the other side without saving a 
dime. 

A second reason — and it has been mentioned by Secretary 
Warshawsky — is that the extraordinary complexity of the laws dis- 
courages saving. It discourages saving both by employees and it 
discourages the offering of saving accounts or pension plans by em- 
ployers. 

I would like to also add that some pension designs and laws also 
present an assortment of problems that probably discourage saving, 
such as easy withdrawals of deposits before old age and design of 
traditional defined benefit plans that often discriminate against 
older-age employees. In fact, I can show you a number of cases 
where older employees accrue negative pension benefits by working 
longer. 

Yet another negative influence on saving is that most people re- 
tire in middle age. We have a system of retirement now, both pub- 
lic and private, that basically has people retiring for about one- 
third of their adult lives. That is, they are retiring in years when 
traditionally they have been savers. It would be as if about 50 or 
60 years ago we had people retiring in their early 50’s and then 
not saving for years beyond that early retirement age. 

Finally, the incentives, as has been mentioned several times, for 
low- and moderate-income, even middle-income taxpayers, are often 
small and sometimes nonexistent. Let me quickly mention some 
ways of dealing with these issues. 

One is to limit the tax breaks for those who are arbitraging the 
tax system by applying limitations on their interest deductions 
when, on the one hand, they are getting preferences for so-called 
savings but really deposits and, on the other hand, taking deduc- 
tions — it might be mortgage interest deductions, it might be invest- 
ment interest deductions — without actually saving at all. They are 
not counting their interest receipts when taking these interest de- 
ductions. Tightening up on withdrawals from retirement plans be- 
fore old age could enhance saving. Yet another approach is to sim- 
plify, even though one has to admit simplification means that some 
people somewhere in the system are going to lose. Mind you that 
simplification is not just offering of a new simple plan. It is reduc- 
ing the extraordinary array of plans that people have to choose 
from. If you look in the back of my testimony, I show a scheme for 
the plans that Congress now offers that makes the Clinton health 
plan, if you may remember the design of that, look simple by com- 
parison. The pension laws are extraordinary complex and expen- 
sive. 

Strong consideration also needs to be given to providing safe har- 
bors for employers in designing new retirement plans for older 
workers so these older workers can save, at the same time making 
it easier for them to have bridge jobs, while removing the threat 
of suits that employers face from tax laws, labor laws, and old-age 
discrimination laws. 

Another promising approach is to provide defaults for deposits 
which employers can opt out rather than opt in, as we have talked 
about. Another strong possibility is to increase the subsidy for 
lower- and moderate-income taxpayers. 
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Both of you, Senators Smith and Kohl, have asked about the sav- 
er’s credit. I would like to offer my support for expanding the sav- 
er’s credit, but also to mention three major limitations. It does not 
apply to most low- and moderate-income taxpayers. It does not 
cover employer deposits. The subsidy itself does not go directly into 
retirement accounts. So I think we need to work with the saver’s 
credit, not merely just continue or increase it. 

Another promising approach is to provide a clearinghouse to han- 
dle rollovers out of employer plans and a simplified saving system, 
especially when small amounts are involved. Finally, mandates 
that employees save for retirement, including in employer-spon- 
sored plans, should be considered as one leg of a broader retire- 
ment stool. That issue of mandates for employee deposits is on the 
table right now, but very indirectly, as part of the Social Security 
debate. I think it needs to be brought into the broader private re- 
tirement system debate as well. 

Thank you. 

[The prepared statement of Mr. Steuerle follows:] 
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Mr. Chairman and Members of the Committee: 

It is a privilege to join you again today and to discuss the role of employer-sponsored 
retirement plans in national saving. On the positive side, the United States is in a select group of 
developed nations with a significant share of its assets in pension and retirement accounts, 
largely employer sponsored. The involvement of employers appears to be crucial to increasing 
retirement assets, whether the employer directly funds these accounts or merely makes them 
available to employees. 

The evidence that retirement and pension incentives have done much recently for national 
saving, however, is weak. Total personal saving in the United States is now below the annual 
revenues spent in supporting retirement and pension plans. Even that comparison does not even 
count the revenues used to support other saving incentives, such as for education or health. Even 
if net saving were not an issue, the distribution of retirement saving is highly skewed, and the 
current system fails to provide much in the way of retirement saving not just for those with low- 
income, but for a substantial majority of the popularion. 

One major reason is that all of these government subsidies are for deposits (whether by 
employees or employers), not saving, and there is a big difference. A second is that the 
extraordinary complexity of the laws surrounding employee benefits discourages some 
employers from participating, and the related costs absorb a significant share of the returns to 
saving. Some pension designs and laws also present an assortment of problems that probably 
also reduce saving: easy withdrawal before very old age, traditional defined benefit plan designs 
that often discriminate against older workers, and a threat of lawsuits (from tax, labor, and age 
discrimination statutes) that raise employer costs for providing retirement benefits. Yet another 
negative influence on saving is that most people now retire in late middle-age with one-third of 
their adult lives remaining before them — moving into spend-down patterns in years where 
traditionally saving rates tend to be high. Finally, the incentives provided to low- and moderate- 
income households often are also fairly small and sometimes non-existent. 

There are various ways to try to deal with these issues. One is limiting tax breaks for 
those who are “arbitraging” the tax system by applying limitations on their interest deductions 
when they are receiving tax-deferred interest or other capital income in retirement accounts. 
Tightening up on withdrawals from retirement plans before old age could also enhance saving. 
Another approach is to simplify, even at the cost of removing some preferences for some people. 
Strong consideration should be given to creating “safe harbors” for employers in designing 
retirement plans for older workers, including those seeking bridge jobs rather than full 
retirement. Another promising approach is to promote policies that allow employers to set 
defaults for employee deposits from which employees can opt out, rather than using defaults of 
zero deposits to which they must opt in. Another strong possibility is to increase the subsidy for 
lower- and moderate-income taxpayers. The savers credit serves as an example, although it has 
three major limitations: it is small or does not apply for most low- and moderate-income 
households; it does not cover employer deposits; and the tax subsidy itself does not go into 
retirement accounts. A clearinghouse may be necessary to handle rollovers out of employer 
plans and a simplified saving system, especially when small amounts are involved. Finally, 
mandates that employees save for retirement, including through employer-sponsored plans, 
should be considered as one leg of a broader retirement stool. 
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The rest of my testimony elaborates on these points. 

Aggregate Level of Retirement Assets 

Households in the United States hold close to one-fourth of their net worth in retirement 
assets of one type or another — largely employer-sponsored retirement accounts. According to 
data compiled by the Federal Reserve Board, over $11 trillion are now held in pensions and 
retirement accounts. The United States is among an elite group of industrial nations in terms of 
its level of funding of pension plans. Some countries have relied more upon unfunded private 
pension plans, and this has become a grave concern as their populations age. Imagine, if you 
will, our own very serious Pension Benefit Guarantee Corporation problem multiplied several- 
fold, and you get some idea of the problems facing some other nations. 

The employer plays a cracial role in encouraging retirement saving. Perhaps the 
strongest proof comes from comparing participation rates in employer-sponsored plans with 
participation rates in Individual Retirement Accounts (IRAs). Each year significantly less than 
1 0 percent of the eligible population voluntarily puts money into IRAs, but participation in 
employer-sponsored plans is often 50 percent or higher — even when the employee is responsible 
for making the contribution. The simplicity of automatic payroll deductions and the involvement 
of employers as intermediaries in explaining and encouraging plan participation are clearly 
important factors in savings rates. 

Lack of Net Saving 

Still, net saving by households is quite small. In fact, total personal saving by households 
is now below the annual revenue cost of subsidizing retirement and pension plans (see Figure 1). 
Although both measures — retirement saving incentives and personal saving — have limitations 
(e.g. personal saving does not count investment in owner-occupied housing), the comparison 
reveals how little net saving these incentives are creating. It appears that efforts over the past 
few decades to stimulate private saving by providing numerous tax incentives for contributions 
to pension plans and retirement accounts have limited success in raising overall private saving. 
Given the revenue costs involved, these efforts have been even less successful in raising national 
saving, or the sum of private and public saving. 

Trends in Pension Savings; Participation and Accumulation 

For most households, pension saving covers only a modest portion of total retirement 
needs. For almost two-thirds of households approaching retirement, the lifetime value of their 
future Social Security and Medicare benefits (that is, the lump sum value as if in a 401(k) plan 
near to time of retirement) is greater than the sum of all their private assets: retirement plans, 
housing, and other private saving combined (Figure 2). Even excluding Medicare, Social 
Security by itself comprises over one-half of retirement wealth for most households. 

When examined in terms of cash income (which excludes Medicare and rent saving from 
homeownership). Social Security benefits are the largest source, providing 50 percent or more of 
retirement income for 65 percent of beneficiaries.’ While the vast majority of workers are 


InciHi R- of the A^ed Chart Book, 20Q I , Washington, DC: The Social Security Administration. 
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covered by Social Security (9 1 percent), almost half of all full-time workers do not currently 
participate in a pension plan and, more crucially, 12 percent who do not participate are 55 to 64 
years old. 

Figure 3 shows the aggregate shares of different sources of retirement income that go to 
the 65 and over population, for the poorest (first), third, and richest (fifth) income quintiles. 
Social Security is clearly the mainstay of retirement for low-income families with the next 
largest contribution coming from public assistance. Only those in the top quintile rely 
substantially upon pension and retirement plans; they enjoy a much more balanced distribution 
of income sources in retirement, with earnings from employment supplying 35.2 percent, and 
then roughly similar shares (18-25 percent each) of income supplied by private and government 
pensions, other assets, and Social Security. Even the middle-income quintile of retirees receives 
only about 16 percent of income fi'om pensions. 

Table 1 characterizes full-time and part-time employees with no employer-sponsored 
retirement plan in 2003. Among full-time workers who had access to an employer plan, nearly 
72 percent of the bottom income quartile failed to participate, compared to 28 percent in the top 
quartile. Along with income, firm size is another predictor of employee participation, with much 
higher percentages of workers at smaller firms (73 percent) failing to participate than at larger 
firms (32 percent). 

Not unexpectedly, research shows markedly different retirement savings outcomes based 
on worker demographic characteristics, such as race, education, and marriage. For instance, 

• A higher level of educational attainment leads to a higher likelihood of having an 
employer-sponsored pension plan; having a high school diploma or its equivalent raises 
this likelihood by nearly twenty percentage points; 

• Married workers enjoy a higher percentage of pension participation than unmarried 
individuals; 

• A very high percentage of Hispanics do not have pension plans; 

• Smaller firms are often reluctant or unable to accept the fiduciary responsibility and 
administrative costs that accompany employer-sponsored plans, while low-income 
workers are both more likely to work for such firms and to have a high turnover rate. 

• Part-time workers have much lower participation rates. Individuals in the bottom 
earnings quartile are among those most likely to be employed at smaller firms, and such 
firms have a drastically lower share of employees participating. 

Figure 4 shows the accumulation of retirement savings, other than defined benefit pension 
plans, by age for persons at the 50“' (median), 70"' and 90"' percentiles of income. The chart 
plots a trendline through data points at each age, expressing the amount of savings in multiples 
of the Social Security average wage, which was about $35,000 in 2004. At the 50"' percentile 
and at the peak ages of asset accumulation (between ages 50 and 60), the balance of retirement 
accounts never reaches more than three-quarters of the average wage-or about $27,000 in 2004. 
Even at the 70"' percentile, the accumulation peaks at about two times the average wage-or 
about $70,000. Only the top 10 percent of households have retirement saving equivalent to 
about eight times the average wage. Clearly, only the highest income groups have much in the 
way of retirement saving to tap into at retirement. 
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Some Explanations for the Low Saving Rate 
5. Subsidies for Deposits, not for Saving 

Although an argument can be made that today individuals save less than their parents, in 
point of fact they (or at least the richer among today’s workers) are making substantial deposits 
to retirement and pension plans. Therefore, we must dig a little deeper. The main distinction 
with the past is that households are borrowing at much higher level to finance consumption. 
When deposits are borrowed for consumption, there is no increase in saving or investment in the 
economy. 

Now think about so-called retirement saving incentives. Part of the problem is that these 
incentives do not really subsidize saving, which requires a reduction in consumption spending 
and current living standards to finance investment. Instead, they merely subsidize deposits or 
contributions, whether by employer or employee, into a pension plan or retirement account. 
These contributions can be made in many “painless” ways that do not involve reducing one’s 
standard of living. High-income, high-wealth households are best able to make such painless 
contributions, drawing from income they would have saved anyway, assets they have already 
saved, or borrowed money. Note that depositors don’t have to think about this process. They 
may one day deposit more money to a 401 (k) plan or accept lower wages because their employer 
makes such a contribution. The next year they may take out a second mortgage, without making 
any coimection between the two events. Many other pension deposits increase the funds lent to 
other individuals on their credit cards. 

2. Complexity of Plans 

I have been working in this policy arena since the mid-1970s, and not a year has gone by 
when some new saving proposal has not been proposed in Congress. A very large number have 
been enacted. Today, the array of retirement plan options (not to mention other saving 
incentives) is extraordinary in number (see Figure 5). Each has rules, often different, with regard 
to deposits, withdrawals, loans, penalties, income taxability. Social Security taxability, age 
restrictions, vesting, and a whole range of other issues. I have yet to meet any pension lawyer, 
much less employee benefit expert, who understands them all. 

All of this costs money. Many employers no longer want to absorb these costs. In the 
end, most are borne by employees. These costs not only reduce employer offerings, but they 
likely reduce the net return available to employees even when plans are offered. Moreover, 
many firms producing particular goods or services do not want to be responsible for assets of 
employees who have long left the firm, or to handle issues of divorce, separation, and other 
household rearrangements that may affect ownership rights to those assets. Many employers 
simply do not want that level of fiduciary responsibility, even though many are quite content to 
make deposits on behalf of employees. 

3. Pension and Retirement Plan Design 

A number of issues arise in the ways that retirement plans are now constructed. Defined 
contribution plans like 401 (k) plans can be spent down quickly at retirement since few 
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individuals take those benefits in the fonn of an annuity. When employees change jobs, they are 
likely to withdraw money from both defined contribution and defined benefit plans, which often 
provide lump sum values at time of transition. Traditional defined benefit plans typically 
discriminate against both old and young workers by giving them little in the way of benefits 
relative to middle-age workers. For some older workers, the pension benefit — defined as 
economic accrual — is actually negative, encouraging them to retire and draw down assets rather 
than to continue to work and save (see Figure 6). By the way, the government’s own Federal 
Employees Retirement System (FERS) has these same negative features for older workers. 
Meanwhile, employers hiring or retaining older workers, if they are not careful, run the risk of 
getting sued under ERISA labor law, tax law, and laws on age discrimination. Thus, employers 
have difficulty constructing reasonable retirement plan options for workers in their 60s and 
70s — an age group quickly becoming the largest undemtilized pool of human resources in the 
economy. 

4. Retirement in Prime Saving Years 

People now retire in middle age. In 1940, the average worker retired at age 68 with about 
1 1 years of life expectancy. Today, if the typical worker were to retire for the same number of 
expected years of life, he or she would be retiring at about age 74. By about 2065, he or she 
would retire at about age 78. Instead, the typical worker retires today at age 63, and employer 
plans — partly following the law — ^provide benefits to people when they are still in middle age, at 
least as defined by life expectancy. At first you may think this is a labor force, not a saving, 
issue. But, in fact, people are retiring in years when traditionally they were very likely to be 
significant savers. Instead of being net savers, they turn into dis-savers, drawing down instead of 
building up assets. This adds to the decline in national saving both because there is less output 
from the smaller labor force and because a larger proportion of output is being consumed. 

5 . Limited Subsidies for Low- and Moderate-Income Households 

Our system of government subsidies for retirement contains limited support for low- and 
moderate-income households. A person in a low- or zero-tax bracket has little tax incentive to 
save. The savers credit in the current law contains maximum amounts for which almost no one 
is eligible because it is nonrefundable and is already phasing down as income increases to the 
point that taxpayers start paying enough taxes to be eligible for a refund. 

Policy Options 

There are a variety of retirement options associated with employer-sponsored plans that 
Congress ought to consider trying to increase the saving rate in the economy. A related goal — 
one that is prudential even if net saving does not increase — is to try to increase the level of 
retirement saving for most low- and middle-income Americans. Here are some possibilities. 

First, there need to be greater restrictions on subsidies for deposits that aren’t leading to 
net saving and on early withdrawals of deposits that aren’t saved to cover needs in old age. 
Among the tougher standards here would be limits on interest deductions to the extent that 
retirement income is excluded from tax (this would require current information reporting from 
retirement plans). Congress should also consider tighter limits on withdrawals from retirement 
plans, whether on the job, at time of transition to a new job, or even early in retirement years. As 
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noted, these withdrawals increase the likelihood that households will have few assets available if 
they live to a ripe old age. 

Second, simplification is long overdue. The transition from a world of dozens of choices 
is not easy, but required. 

Third, pensions and retirement plans need to be designed around the needs of workers 
and employers today, not those of the 1950s. Simple safe harbors in retirement plan design are 
necessary for employers hiring or retaining older workers. I expect their numbers to increase 
substantially in the future, and we need laws to accommodate these changes. The constant threat 
of lawsuits needs to be greatly reduced.^ The age limits specified in the laws are outdated. 
People are living much longer, for instance, so various age requirements — such as required 
withdrawals beginning close to age 70 — ^need to be adjusted upward. 

Fourth, there is strong evidence that participation rates in employer plans would increase 
significantly if more employers would automatically enroll employees unless they chose to opt 
out. A closely related opportunity is to automatically increase the contribution rate of employees 
as they get raises — again, unless they opt out. A Retirement Security Project has these items 
very high on their list of issues to pursue, and many conservatives and liberals both seem to be in 
agreement as to the potential gains. Although such options are probably legal now, clarification 
by Congress could help prevent the threat of future lawsuits. 

Fifth, we need to figure out better ways of providing incentives to low-, moderate-, and 
even middle-income taxpayers. Expanding the savers credit and making it permanent is one 
option, but, as noted, it has three major limitations. Strong consideration should be given to 
figuring out how to deal with making the credit refundable, applying the credit to employer 
deposits, and keeping the subsidies in retirement accounts. 

A sixth area of investigation is to attenuate employer worries over the costs and fiduciary 
responsibilities of retirement plans — especially for departed employees and for small amounts — 
by providing a clearinghouse that could help with the collection of rollover amounts, default 
rules for the management of investments, and the disbursement of benefit payments over time 
rather than all at once. 

Finally, mandated saving by employees is on the table as a Social Security issue, but it 
needs separately to be brought into the debate over employer-provided pensions and other 
private retirement arrangements. 


^ As a technical matter, the law also needs to make clear that for almost all puiposes (often related to measuring 
discimination), accrual means economic accrual, not the attainment of a hi^er annual benefit even when the present 
value of benefits is reduced. 
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FIGURES 

Composition of Income in Retirement for Aged Units 65 and Over 
Lowest Quintile Middle Quintile 
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Note- Quintile limits are as follows for all units: First quintile: $0-$9,295; Second quintile: $2,296-$ 14,980; Third 
quintile: $14,981-S23,631; Fourth quintile: $23,632-$39,719; Fifth quintile: >$39,719. Social Security includes 
Railroad Retirement. 

Source: The Urban Institute, 2004. Based nn data from the Income of the Aged Chartbook . 2001, Washington, DC: 
Social Security Administration, February, 2002, Table 7.5. 
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TABLE 1 

Characteristics of Workers without Pension Pians, 2003 

Private-sector wage and salary workers, ages 25 to 64 



Fuli-time only 

Full- and Part-time 

Characteristic 

Percent 

Percent 

*rz7—r-rrTTrr:rx-r-, m 


Total mdIvKftiat income '- ' i1 


Top Quartiie 

27.5% 

28.3% 

Second Quartiie 

36,4% 

45.0% 

Third Quartiie 

48.3% 

72.4% 

Bottom Quartiie 

71.6% 

90.4% 

C. , , .V 



White, non-Hispanic 

40.7% 

45.6% 

Black, non-Hispanic 

50.9% 

55.0% 

Hispanic 

67.4% 

72.0% 

Other 

50.9% 

53.5% 



? L" V 1 

Married 


46.8% 

Single 


59.5% 



Some high school 

74.2% 

76.6% 

High School graduate 

52.1% 

55.7% 

Some College 

47.0% 

51.8% 

College graduate 

36.4% 

40.0% 




Fewer than 25 employees 

72.8% 

82,7% 

25-99 employees 

50.2% 

56.5% 

100 or more employees 

32.4% 

37.8% 




25-34 

54.3% 

59.8% 

35-44 

45.6% 

48.9% 

45-54 

40.1% 

43.3% 

55-64 

41.8% 

46.8% 





Source: The Urban Institute, 2004. Based on data from Patrick J. Purcell, 
"Pension Sponsorship and Participation: Summary of Recent Trends." CRS 
Report for Congress, September 2004; and original data from the Current 
Population Survey, various years. 
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Additional submission for the record to clarify different numbers used by those testifying on the 
amount of assets in pension and retirement accounts: 


Total Financial Assets in Public and Private 
Retirement Plans, 2004 
(billions of dollars) 


Type of Plan/Account 
Private Plans: 


Defined Benefit 

1,810.6 

Defined Contribution 

2,633.9 

IRAs* 

3,698.1 

Subtotal 

8.142.6 

Public Plans: 

Federal 

1,024.0 

State and Local 

2,072.4 

Subtotal 

3.096.4 

TOTAL 

11,239.0 


*Data for IRAs are not yet available for 2004. This approximate estimate is produced by using 2002-2003 growth 
rale for IRA assets. Using the average growth rate over the 1992-2003 period yields approximately $3,400 billion in 
IRA assets and a total of $ 1 0,940.9. 

Source: The Urban Institute, 2005. Based on data from the fourth quarter 2004 Flow of Funds Accounts, released 
by the Federal Reserve Board on March 10, 2005 and available online at <http://www.federalreserve.gov/releases/ 
z1/current/zl.pdf>, tables LJ 19.b (Defined Benefit), L.l 19.c (Defined Contribution), L.120 (State and Local), 

L.121 (Federal), and L.225.i (IRAs). 
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Senator Kohl [presiding.] Thank you very much, Mr. Steuerle. 

Mr. Klein. 

STATEMENT OF JAMES A. KLEIN, PRESIDENT, AMERICAN 
BENEFITS COUNCIL, WASHINGTON, DC 

Mr. Klein. Thank you, Senator Kohl. I appreciate the oppor- 
tunity to he here. I am the president of the American Benefits 
Council. Our organization represents companies that either directly 
sponsor or provide services to retirement and health plans that 
cover more than 100 million Americans. 

My written testimony, which is being submitted for the record, 
provides a lot of data and statistics as well as a number of specific 
recommendations for improvements to the private employer-spon- 
sored retirement system, and I would be delighted to chat about 
that if there is a question-and-answer period. But I thought that 
I would use my few moments during the oral remarks to just make 
some observations that are not fully developed in the written state- 
ment. 

To start out, I would like to just call your attention to three 
charts that I have brought with me. The first chart here shows the 
growth in private pension fund assets from 1945 until 2004, and 
that is both defined benefit and defined contribution assets. As you 
can see — or it may be a little bit hard to see from where you are 
sitting — the growth in the assets really took off in the late 1970’s, 
early 1980’s, corresponding roughly with the advent of the 401(k) 
plan that provided opportunities for both employers as well as indi- 
viduals to make additional retirement savings. 

We have talked a lot about the abysmally low savings rate in 
this country, and it is absolutely appropriate to do so. You pointed 
out, in fact, in your introductory remarks that the actual average 
amount in individuals’ accounts is nowhere near what is needed. 

I would point out, though, that at least retirement savings is the 
one bright light in an otherwise very dismal picture on overall sav- 
ings rates, and we have commissioned research in the past that 
showed that but for retirement savings, we would have had net 
negative savings in this country. So it at least contributes to the 
fact that we have some modest savings. 

The other notable thing I think ab^out this chart is the substan- 
tial dip that you see in the line from the year 2000 to 2002, and 
obviously that corresponds with the downturn in the economy. But 
I think that that really underscores a separate point that relates 
back to Secretary Warshawsky’s earlier testimony, and that it un- 
derscores, in our view, the importance of preserving the defined 
benefit system, because unlike defined contribution plans, in the 
defined benefit system, of course, the employer bears the risk of en- 
suring that a payment will be made. So notwithstanding the down- 
turn in the assets, defined benefit plans help provide some very im- 
portant protections there. 

The next chart shows employer contributions to plans, and as 
you can see, those have steadily risen. I think what is significant 
about this chart is that it does not show the same dip that the 
prior one did. Notwithstanding periods of market downturn, em- 
ployers continue to make contributions to plans, and, in fact, nota- 
bly, with respect to defined benefit plans, the employer is on the 
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hook to make up additional contributions to those plans during pe- 
riods of time when the plan becomes less well funded. 

If the first two charts were in large part the good news, then this 
final chart is the bad news because this is a chart showing the de- 
cline of defined benefit plans insured by the Pension Benefit Guar- 
anty Corporation. The height of defined benefit plan existence, if 
you will, was in 1985 when there were about 112,000 plans. Fol- 
lowing the passage of the Tax Reform Act of 1986, there started a 
decline in the number of those plans, in large part, not entirely but 
in large part due to a number of changes that were made in that 
law. Very substantially, and I think what should be very worrisome 
to all of us, is that in the last decade alone, from 1994 to 2004, we 
lost half — half — of the defined benefit pension plans in this coun- 
try, from about 57,000 plans down to about 29,000 plans. 

So while it is good news that through defined contribution plans 
we are absolutely increasing a tremendous amount of wealth accu- 
mulation — and I am sure Mr. Kimpel will discuss that in greater 
detail — there are challenges here, both with respect to defined con- 
tribution plans and certainly on the defined benefit side. 

The sum total, I think, of these charts says, to me at least, two 
messages. First, that is really imperative for Congress to deal this 
year with the issue of funding reforms. While we at the American 
Benefits Council embrace a lot of the goals that the administration 
has laid out, we have tremendous concerns that the specifics of 
many of the proposals that they have put forward will, in fact, very 
much unintentionally, undermine the defined benefit system and 
will cause a lot of companies to exit the system. At the end of the 
day, what should probably keep us awake at night is not the notion 
that a few more seriously underfunded plans will terminate and 
impose those liabilities on the PBGC. That is a concern that we 
have, and, in fact, we have a very extensive report which enumer- 
ates many proposals that we have for how to shore up the pension 
system. Obviously, as premium payers, the sponsors of well-funded 
plans are very much concerned when poorly funded plans dump 
their liabilities on the PBGC. But really the bigger issue and the 
bigger backdrop against which all of this needs to be considered is 
not that a handful of underfunded plans will terminate, but that 
tens of thousands of very well-funded plans are exiting the system 
and their exit from the system may be exacerbated if we — that is. 
Congress — make the wrong decisions with respect to funding re- 
forms. 

The second related issue to defined benefit plans concerns the 
one bright light in the defined benefit system, and that is the cre- 
ation over the past several years of so-called hybrid plans, cash bal- 
ance plans, and other types of varieties. The legal status of these 
plans is very much in doubt, both in Congress and certainly in the 
courts, and we urge the Congress to act sooner rather than later, 
very quickly to try to establish that these are legal, legitimate 
plans. Arriving at that conclusion is inextricably linked with the 
fiscal health of the Pension Benefit Guaranty Corporation because 
there are roughly 1,200 so-called cash balance or hybrid pension 
plans in this country. They cover over 7 million Americans, and 
they are predominantly very well-funded plans, by the way, and 
they represent fully 20 percent of the premium revenue that goes 
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to the PBGC. So not dealing with the issue of the legal status of 
hybrid plans can have a very deleterious impact on the health of 
the overall defined benefit system and the health of the PBGC. 

In conclusion, I just want to hit four very quick points for your 
attention, and then if I may, either at the end or as part of the 
question-and-answer period, address this whole question about 
whether or not we are getting adequate value for the tax expendi- 
ture, which has come up a number of times. 

The first point that I would make is that clearly this is not a 
hearing about Social Security, but I think that there can be and 
should be bipartisan agreement that the private retirement system 
needs to be strong, and that to the extent that it is not, the finan- 
cial pressure on Social Security to do more will be made even larg- 
er. So we would very strongly urge two things: first of all, as Con- 
gress proceeds in whatever it chooses to proceed on the issue of So- 
cial Security reform, that it take into account the implications for 
employer-sponsored plans; and, second, that Congress should really 
not consider Social Security reform without also addressing a vari- 
ety of things that need to be done to help improve the defined ben- 
efit and defined contribution private system. 

The second very quick point is that one of the greatest threats 
to retirement security in this country is what is happening on 
health care costs, and it is very important not to lose sight of the 
fact that health care costs are absorbing the available resources 
that would otherwise be put into what we think of as more retire- 
ment income plans. These two issues must be considered together. 

The third point is that the retirement system not only is obvi- 
ously crucial for providing retirement income security, but also is 
the source of most of the investment capital in this country, and 
I see you perhaps want to 

Senator Kohl. The time for the vote is just about out, and Sen- 
ator Smith will be back in just a minute and will resume the hear- 
ing. But I need to recess so I can get over. 

Mr. Klein. Absolutely. 

Senator Kohl. So he will be back in just a minute. I thank you. 

Mr. Klein. Thank you. 

Senator Kohl. We will be in a short recess. [Recess.] 

The Chairman [presiding.] We will reconvene this hearing. Re- 
grettably, the Majority Leader does not run the Senate schedule 
around the Aging Committee’s schedule. We mean no disrespect, 
and we truly appreciate your participation. 

Mr. Klein, I believe you are finishing, and please proceed. 

Mr. Klein. Gosh, I was hoping I would be able to start from the 
top again. [Laughter.] 

The Chairman. Anything you want to recapitulate for me, I 
would appreciate it. 

Mr. I^EIN. Well, I would be delighted to, either now or in part 
of the question-and-answer period. 

I guess the two last points that I would make is that we need 
to think both short term, which is what I have addressed thus far, 
as well as long term. In that regard — and I will not take the time 
now as part of these oral remarks, but in that regard, we have de- 
veloped a very extensive report called “Safe and Sound,” which is 
a long-term strategic plan about what both the health and the re- 
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tirement system might look like 10 years from now. In that report, 
we establish three retirement policy goals. They are very specific, 
measurable goals relating to financial literacy, increasing coverage 
in employer-sponsored plans, and also boosting overall retirement 
savings. Then, not surprisingly, we followed up with a substantial 
number of very specific initial policy recommendations to help us 
achieve those goals, and with your permission, I would like to sub- 
mit that report as part of the formal hearing record. 

The Chairman. We will include that. 

[The report follows:] 
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A New Architecture for the 
Emfioyee Benefits System ^ 

The purpose of this long-term strategic plan 
is to present the American Benefit Council's 
visions, goals, and recommendations for 
building a new, more effective and 
sustainable employee benefits system over the 
next decade that achieve the following broad 
objectives; 


1. Retirement systems should have 
incentives that encourage employers and 
employees to contribute adequate 
amounts to retirement income and 
savings programs, and encourage 
employees to manage their assets to last 
throughout retirement; 

2. Active employee health care systems 
should promote broad coverage and 
empower purchasers to be effective 
health care consumers. 

3. Retiree health and long-term care systems 
should help ensure adequate health care 
security in retirement while still allowing 
retirees to continue to have the level of 
income they have come to enjoy. 

4. Stock plan ownership arrangements 
should advance personal financial 
security through accumulation of 
capital. 

This long-term strategic plan should be 
viewed as a living document. For each of the 
benefit systems addressed in this plan the 
Council adopted a vision statement, 
followed by goals and recommendations. 

Each of these parls of the overall plan are 
subject to periodic reevaluation and 
adjustment as the Council reviews progress 
in addressing the challenges outlined in this 
paper and as other changes may reorder 
priorities. 

The recommendations below may not 
represent all the initiatives that are likely to 
be required to achieve the stated goals. In that 
sense, they should be viewed as initial or 
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“Remember^ sou, it's never too early 
to start saving for retirement." 


illustrative recommendations with the 
expectation that further recommendations 
may be forthcoming to help achieve the goals 
enumerated, Some goals will likely be 
achieved before 2014. Others may take longer. 
As a benchmark of our progress, the goals 
will be regularly reassessed. When they are 
found to be either too modest or overly 
ambitious, they can be adjusted accordingly. 
In some cases individual recommendations 
support more than one goal. 

The Council has not calculated the cost 
attached to each of the recommendations in 
this plan, but acknowledges that the expense 
of financing the recommendations will be a 
crucial element of any policy decision. 

Firruiu! Rltiremlnt Systlms 

Vision Statement 

As individuals assume primary responsibil- 
ity for their own personal financial security, it 
is essential they be equipped with the tools 
needed to achieve this goal. In our vision, 
individuals are empowered through 
education, technology and incentives to 
determine the retirement income they need; to 
understand the available sources of 
retirement income; to save the amounts they 
need; and to manage their retirement savings 
to produce a sustained retirement income 
throughout their lifetime. 

In this vision, employers assist their 
employees in accumulating the assets needed 
to produce an adequate retirement income by 
continuing to develop, sponsor, and fund (to 
the extent economically feasible) efficient and 
tax effective retirement income and saving 
plans. 


Srne Vwkef Ci-tlrctwii SBI fUooy Sjwnihan fiom tiifliXDiKviik.iom, Ml Rinnn 

In this vision, government continues to 
provide a foundation for retirement income 
through the Social Security system, on which 
individuals and employers can build income 
from additional sources. 

Government also provides tax incentives 
and a streamlined regulatory regime to 
promote retirement benefits programs -- 
especially employer-sponsored plans of all 
types from traditional defined benefit plans 
through hybrid plans to defined contribution 
plans. Government also encourages the 
development of innovative plan designs that 
help individuals attain personal financial 
security. 

Despite the best collective efforts to promote 
retirement income security, it must be recog- 
nized that many individuals are not able to 
maintain an adequate standard of living in 
retirement without government assistance. 
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In this vision, the other stakeholders expend 
intellectual capital, provide data and 
research, and use advanced technology to 
support the actions and efforts of individuals, 
employers and government. They can do this 
by developing innovative plans, products, 
programs and educational materials that 
promote retirement income and saving 
systems. These plans and programs should 
work to expand coverage, increase quality 
and improve cost effectiveness. 


Goals 


Goal 1: Raise Financial Literacy 
By 2014, virtually all households will have 
access to some form of investment education 
and advice and 75 percent of households 
will have calculated the amount of 
retirement savings needed to maintain their 
standard of living throughout retirement, as 
well as the savings rate necessary to achieve 
this target. 


Context 

The number of people who have access to 
investment advice is very small. Estimates 
suggest that only 16 percent of 401 (k) 
participants have an investment advisory 
service available to them.**' When advice is 
offered, participants do not always seek it 
out. One report indicates that only 24 percent 
of those who are registered to receive advice 
actually take steps to obtain the service.®^ 

However, if public policies are adopted that 
facilitate investment advice, employers and 
providers can be expected to develop ways to 
provide access to investment education and 
advice to virtually ail households. 


One of the first steps toward building an 
adequate retirement income is to calculate 
how much one needs to save to reach one's 
retirement goals. In 2(X)4, 42 percent of U.S. 
workers reported that sometime in the last 
three years they or their spouses have 
calculated how much money they will need 
to save in order to live comfortably in 
retirement, according to the Retirement 
Confidence Survey.®^ Over the past decade the 
proportion of workers who have engaged in 
this key retirement planning activity in the 
annual retirement confidence survey has 
varied from a low of 31 percent in 1994 to a 
high of 53 percent in 2000. 


The goal of 75 percent was chosen because it 
represents a significant increase from the 
peak level reported in the 2000 Retirement 
Confidence Survey. 

The amounhneeded' 

was chosen as a goal 
because it indicates 
that a worker has 
achieved enough 
financial literacy to 
begin retirement 
planning and is 
prepared to take steps 
to act on what has 
been learned. 


Estimates suggest that 
only 16 percent of 
401 {k} participants 
have an investment 
advisory service avail- 
able to them. 


Workers, however, may be underestimating 
how much they need or may not be able to 
make a determination at ail.** Thirty-eight 
percent of those surveyed in 2004, for 
example, expected they will need an income 
of less than 70 percent of their pre-retirement 
earnings. By contrast, most retirement 
advisers suggest that a retirement income of 
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Percent of Individuals Who Have Calculated How Much 
They Will Need for Retirement, 1993-2003 



1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 


SOURCE: Einploi/ee Benefit Research Institute. ''2(X)3 Retirenienl Confulcnce Suroey." 


at least 70 percent or more of pre-retirement 
earnings is needed to maintain an 
individual's pre-retirement lifestyle. (Some 
advisers suggest 100 percent of pre- 
retirement income.) Respondents in the 
survey did not determine what savings rate 
they needed to adopt in order to meet their 
retirement goal. 

Initial Policy Rccoinviendations: 

Provide public sector and private 
foundation funding to develop 
educational tools that can be used by 
employers, government and other 
stakeholders in educating workers about 
saving, investment and income 
management principles. Education 
efforts also include information about 


longer life spans people are expected to 
have in the future, and how workers can 
financially prepare for longevity risk. 

Establish financial education as a high 
school and college graduation 
requirement. 

Enact legislation to allow employees to 
receive financial education and advice 
through their workplace and/or from a 
retirement plan administrator. If 
provided through the employer, qualified 
advisers affiliated with plan investment 
offerings may participate (with certain 
worker protections provided) and 
employers should be protected from 
fiduciary liability for the specific advice 
provided to individual participants. 
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Include in the Social Security Adminis- 
tration annual statement mailed to 
workers information on how to calculate 
a rough estimate of the amount one needs 
to save that, when combined with one's 
projected Social Security benefit, will 
provide a replacement level income of 70 
percent of one's pre-retirement earnings. 

Goal 2: Increase the Share of Workers 
in Workplace Retirement Plans 

By 2014, 96 million (74 percent) of full-time 
and part-time private sector employees will 
participate in workplace retirement plans. 


Context 

According to the most recent federal data 
from a survey of employers,® approximately 
49 percent of 103 million — or about 50 
million full-time and part-time private sector 
workers® — in 2003 participated^ in a 
workplace retirement plan.® An increase to 
96 million would raise participation rates to 
74 percent in 2014 

private sector 
salaried and wage 
workforce® is 
projected to be about 
130.3 million.^ This 
represents a 50 
percent improvement 
over current 
participation rates. 


Aboui 50 million full- 
lime and part-time 
private sector workers 
in 2003 participated in 
a workplace retirement 
plan. 


Looking at the increase from the perspective 
of 2003, and the most recent survey data, 
such a proportional gain would have 
increased by half the number of private sector 
salary and wage workers who participate in 


a workplace retirement plan, adding 25 
million full-time and part-time workers and 
raising the number of participants from 50 
million to 75 million. 

Different segments of the workplace 
population have widely differing participa- 
tion rates. In 2003, for example, medium and 
large businesses (100 employees or more) had 
a participation rate of 65 percent, while small 
businesses (99 or fewer workers) had a 
participation rate of 35 percent.^* Further, the 
participation rate for full-time workers of all 
private sector businesses was 58 percent, 
significantly higher than the 18 percent for 
part-time workers.’^ And, there was an even 
higher participation rate for full-time workers 
at medium and large businesses, which had 
an 80 percent participation rate, while full- 
time workers at small businesses had a 
42 percent participation rate.**^ 

One can see from recent historic experience 
that employers have been able to increase the 
level of participation significantly, From 1987 
to 2000, the participation rate for private 
sector wage and salary workers rose 
7 percentage points from 40 percent to 
47 percent, according to an analysis^ of the 
data sets in the U.S. Census Bureau's Current 
Population Surveys by the Employee Benefit 
Research Institute. 

A significant increase in participation rates 
over the next decade can occur mostly from 
increases in participation rates at small 
businesses, as occurred between 1987 and 
2000. There is also room for improvement at 
medium and large business, as well as 
among part-time employees at all 
businesses. 
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Workplace Retirement Plan Participation Rates, 1987-2003 



SOURCE: Emf>h}/ee Benefil Research Inslilute l-fsur Brief No. 256, "Emploiftnail-Bascd Retirement and Pension 
Plan Partkipalion: Geographic Differences and Trench" t2W3). 


If participation is to increase, more employers 
will have to offer retirement plans. This 
outcome, in turn, depends on devising 
innovative and flexible plans that are 
attractive to employers, especially small- and 
mid-sized businesses. 

Expanding participation in workplace plans 
is important for other reasons. It appears to 
be the best way to increase retirement saving. 
If one looks at federal income tax return data, 
the proportion of filers who claim an IRA or 
Keogh deduction has been both fairly modest 
and steadily declining over time. From a peak 
of 16.2 percent in 1986, it fell to 3.5 percent in 
2000 and 2001.^® In contrast, the participation 
rate in workplace plans is 66.2 percent of 
those eligible for 401(k) plans (a population 
of workers that represents 32.6 percent of the 
private sector workforce).’^ 

A different challenge faces defined benefit 
plans. Such plans, which provide a 
guaranteed income in retirement, now cover 
19 percent of full-time and part-time 


workers^^ in the private sector.^* The number 
of plans insured by the Pension Benefit 
Guaranty Corporation declined dramatically 
from approximately 114,000 in 1985 to about 
32,000 plans in 2002^ In 1998, defined 
benefit plans in the private sector paid out an 
extraordinary $107.8 billion in direct benefits 
and an additional $3.4 billion to insurance 
companies for the purchase of annuities for 
beneficiaries.*® 

Funding rules, market declines, and low 
interest rates used for a variety of pension 
calculations, including determining plan 
liabilities, caused some employers to freeze 
their defined benefit plans. These develop- 
ments have also deterred other employers 
from starting new defined benefit plans in- 
cluding hybrids, such as cash balance plans. 
Concerns about the volatility of the funding 
liability have complicated the task of 
preserving these plans and devising policies 
to get more companies interested in 
traditional defined benefit and hybrid 
defined benefit plans. 
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All types of defined benefit plans, including 
hybrid plans, can play a role in increasing 
participation rates in workplace retirement 
plans. To the extent that further erosion of the 
defined benefit system can be halted, the task 
of expanding coverage through other types of 
plans becomes less daunting. 

Also, to the extent that new, innovative 
hybrid designs can attract more employers to 
offer defined benefit plans, it can help 
increase participation rates in retirement 
plans. Further, enrolling more employees in 
defined benefit plans potentially can provide 
more workers a guaranteed income in 
retirement. 

Efforts are under way to develop new types of 
plans, such as a combination of a 401{k) plan 
and a guaranteed benefit from defined benefit 
plan or hybrid into a single plan, or DB{k). 



"Being a hybrid, I get to have my way with | 
a variety of species, and at the same time [ j 
enjoy a healthy tax credit" | 


N w Ydrkir ZiHll j ick Znnk’r Ironi rsrhninbankjwi- Aft RishH Sfffifvfd. 


New types of simplified guaranteed annuity 
plans could also be offered in combination 
with a 401 (k) plan. Efforts are also underway 
to devise new funding rules to reduce the 
volatility in funding liabilities for employers 
who sponsor defined benefit plans. To the 
extent such policies can be established, they 
could help preserve and/or expand 
participation in defined benefit and hybrid 
plans. 

Initial Policy Recommendations: 

New policies should ensure that 
employers have a range of plan designs 
available so they can select the retirement 
plan design that best suits their 
workforce needs. This would include 
eidtancing all existing plan design types 
and encouraging new simplified plan 
designs that offer employer tax 
incentives, reduce administrative 
requirements, and provide for worker 
education on saving for retirement. 

Authorize the creation of a "clearing- 
house" model plan through federal 
legislation so workers who change jobs 
frequently can contribute to one 
retirement plan. This plan would be 
modeled on a multi-employer plan model 
that could provide individuals with one 
account that would stay with them when 
they change jobs. Employer contributions 
to the plan would be voluntary and no 
financial or administrative requirements 
would be imposed on employers (other 
than transferring worker contributions to 
the plan). This model plan would accept 
differing levels of employee contributions 
and employer contributions, and would 



110 


A Ten-Year Ptan for Promoting Personal Financial Security 


be able to accommodate different 
investment vehicles. Any financial 
services firm meeting certain qualifica- 
tion criteria would be able to offer the 
"clearinghouse" model plan. 

Enhance default mechanisms (e.g., 
automatic enrollment, lifestyle funds, 
retirement target funds) to be sure that 
individuals who decline to make a choice 
are more likely to be enrolled in a plan 
(and be savers) and to invest their assets 
appropriately for their age and for the 
best risk-adjusted return. 

Eliminate rules that restrict workers and 
employers from creating flexible 
working relationships and benefits 
arrangements such as phased retirement 
programs. 

Maintain support for the voluntary use of 
company stock in retirement plans 
through employer contributions or by 
making company stock a vailable to 
employees as an investment alternative 
in the retirement plan. Employees should 
be educated about the special risks of 
company stock ownership in retirement 
plans. 



Goal 3: Raise Retirement Savings 
By 2014, the gross personal savings rate, 
which covers saving for all purposes, will 
reach 15 percent of disposable income. In 
addition, many, if not most individual 
workers across the income spectrum will be 
saving at a rate between 7 and 15 percent of 
earnings specifically to provide a retirement 
income that is at least 70 percent of pre- 
retirement earnings. 


Support plan funding reforms that 
reduce the volatility of the funding 
obligation in defined benefit plans. 
Support policies that provide for new 
types of defined benefit plans that can 
offer guaranteed levels of retirement 
income. Such guaranteed annuity plans 
could be offered alone or in conjunction 
with a 401(k) or other defined 
contribution plan. 


Context 

The choice of a 15 percent household savings 
rate was based on the need to raise saving 
levels to a level closer to that of other 
developed nations and to make it high 
enough to cover both retirement saving and 
other household saving needs. The 
Organization for Economic Cooperation and 
Development (OECD) reports, for example, 
that in 2001 the U.S. savings rate was 
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4.7 percent, while the other six members of 
the seven largest developed nations averaged 
a 10.3 percent gross personal savings rate.’®^ 
Using the OECD methodology, the U.S. 
savings rate averaged 6.4 percent for the six 
years from 1998 to 2003. Tliat was much lower 
than levels during the decade from 1983 to 
1992, when the U.S. gross personal savings 
rate averaged 13 percent. The rate averaged 
10.4 percent from 1993 to 1997. The gro^ 
household savings rate is, of course, not a 
proxy for how much households are saving for 
retirement. However, it does reflect partly, and 
perhaps largely, the level of saving for 
retirement. 


The U.S. savings rate 
averaged 6.4 percent 
for the six years from 
199S to 2003, much 
iower than levels 
during the period from 
1983 to 1997. 


as saving to buy a home, for emergencies, for 
college education, and medical care. To the 
extent workers delay too long past age 30 to 
begin saving for retirement, however, a 1 5 
percent household savings rate would not be 
adequate to assure a 70 percent replacement 
rate in retirement for most workers. 

The calculation of how much one needs to 
save for retirement must be made on an 
individual basis. That amount most 


If one assumes that 
most workers begin 
to save between 21 
and 35 years of age, 
then an overall 
household savings 
rate of 15 percent 
would likely be high 
enough to encompass 
what households 
need to save for 
retirement and still 
leave room for other 
forms of saving, such 


importantly depends on how early in one's 
working life a person begins to save. The 
earlier a worker starts, the lower the savings 
rate required to reach an income level after 
retirement close what the worker earned 
before retirement. The amount one needs to 
save also depends on assumptions about a 
number of other factors, including the rate of 
return on retirement savings, the rate of 
future wage and salary growth, and how 
many years one expects to live after age 65. 

If one begins to save at 21, one could 
accumulate a 70 percent replacement rate (not 
counting Social Security) by saving 
3.5 percent of one's income, provided it is 
invested in a portfolio allocated 60 percent to 
stocks, 40 percent to bonds. Few people 
start saving for retirement at age 21 , however. 
If a person earning $35,000 waits until age 
35, for example, he would have to save 12.6 
percent of his income to retire at age 65 with a 
70 percent replacement, including Social 
Security.'® The rate rises to 15.2 percent for a 
worker making $55,000 a year. It is higher 
because Social Security replaces less of one's 
income as income rises. If one wants to also 
save for other needs, such as Medicare 
supplemental policies and out-of-pocket 
health expenses, one would have to save at 
an even higher rate. If one wants to be sure 
that one does not outlive their assets, one will 
also have to save at an even higher rate. 

A study"” by the Employee Benefit Research 
Institute in collaboration with the Millbank 
Memorial Fund calculates that Americans 
will need an additional $400 billion more 
than they will have saved to cover bask 
expenditures in retirement and any expense 
associated with an episode of care in a 
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Gross Personal Savin 9 Rate, 1083*2003 



nursing home or from a home health care 
provider for the decade between 2020 and 
2030. The study simulates retirement income 
from Social Security projections and savings 
from current patterns of saving in tax- 
preferred retirement savings vehicles, 
including defined benefit plans, defined 
contribution plans, and IRAs of ail types.'^ It 
also simulates retirement expenditures on 
living, health care and long-term care, It 
calculates the shortfall between retirement 
savings and expenses by age and income 
cohorts from 1936 to 1965. 

The study finds that most couples in the top 
two quartiies of income bom after 1945 can 
close the gap by increasing their savings rate 
by just 5 percentage points.’*' However, most 
couples in the lower two income quartiies 
born after 1945 would need to save an 
additional 10 to 17 percent in order to close 
the gap.’*’^ Those born in 1945 and earlier will 


need to save more to meet their needs while 
those bom in later years can meet their needs 
with less of an increase in savings.’* Single 
men and women need to save more than 
couples to close the gap. However, single 
women in the lowest quartile face an 
impossible task of saving more than an 
additional 25 percent of savings on very 
modest incomes. 

The study does not, however, translate the 
additional retirement savings needed to meet 
retirement needs for the various cohorts in the 
study into an explicit aggregate savings rate 
for the entire economy. Its findings do, 
however, generally support the goal of raising 
overall savings for the economy to 15 percent 
from recent levels of 6.4 percent. That would 
be enough to dose to retirement savings gap 
for the great majority of Americans bom after 
1945 provided the savings were spread 
relatively evenly across the population. 
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Initial Policy Recommendations: 

Provide an enhanced saver's tax credit 
for low-income individuals above and 
beyond current law, which provides a 
partial tax credit for employee 
contributions made to defined 
contribution plans and Individual 
Retirement Accounts. 

Provide new tax credits to employers to 
finance contributions that represent for 
each employee a uniform percentage of 
wages and salaries and/or to finance 
supplemental contributions for low- 
income workers. 

Provide increased tax incentives to all 
individuals to encourage them to 
maximize retirement savings and to 
ensure that their savings last throughout 
retirement. 

• Simplify onerous plan administration 
and compliance requirements (e.g., 
nondiscrimination testing) in order to 
maximize individual savings and 
encourage employers to start up and/or 
maintain qualified retirement plans. 

Fu iL’Rfi Hcaiih CaiU' System for 
Active Workers 

Vision Statement 

The current health care system is in crisis and 
is unsustainable unless significant changes 
occur soon. In our vision, a major overhaul of 
our health care delivery system is imperative 
in order to make it less burdensome, less 
litigious and more focused on achieving 
high-quality and consistent results. We 


assert, however, that past attempts at one- 
time comprehensive solutions have failed 
and have actually impeded innovation and 
reform. 

Our vision does not embrace extreme 
"solutions" that rely exclusively on either 
individuals or the government to take control 
of the health care system. In our vision, the 
successful reform of the health care system 
can be achieved through practical and 
meaningful steps that actually have the 
possibility — both substantively and 
politically — to be implemented. These 
measures can only succeed if all stakeholders 
commit to the sustained effort that will be 
required. 

In this vision, the reformed health care system 
empowers individuals through education, 
technology, and incentives to be actively 
engaged in the choices that lead to healthier 
lives and to be able to make well informed 
decisions about the appropriate use of health 
care services. 

Employers continue to play a leading role in 
providing access to vital health care services, 
in driving improvements in the health care 
system and in sharing the cost of health care 
services with their employees. 

Government provides tax incentives and a 
streamlined regulatory regime that support a 
health care system characterized by healthy 
individual lifestyle choices, expanded 
coverage, broad flexibility in health plan 
design and high quality, cost effective health 
care services, and protection of health care 
system stakeholders from unwarranted 
liability. 
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National Health Expenditures and Gross Domestic Product, Selected Years 1980-2001 
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In this vision, the other stakeholders expend 
intellectual capital, provide data and 
research, and use advanced technology to 
develop innovative plans, products, 
programs, educational materials and delivery 
systems to support the actions and efforts of 
individuals, employers and the government. 

In addition, information on quality, efficiency, 
and patient satisfaction with hospitals, 
physicians, treatment protocols and health 
plans is made available to consumers so that 
health decisions are made on an informed 
basis. These efforts are structured and 
designed to promote a cost-effective and 
affordable health care system with expanded 
coverage, increased quality, and evidence- 
based individual health care decision- 
making. Other stakeholders also work 
closely with the primary stakeholders to 
develop and implement innovative strategies 
to contain the rapidly escalating costs of 
health care services that are undermining the 
health care security of all. 


The goals set forth are bold. By contrast, some 
of the recommendations represent measured 
steps toward improving the system. This 
approach has been taken because in the past, 
when comprehensive reforms were tried, they 
utterly failed. For this reason, the paper is 
focused on bold but achievable goals and 
pragmatic recommendations that can 
incrementally improve the system. 

Goa! 4: Make Health Coverage 
More Affordable 

By 2014, health care costs will return to a 
more sustainable annual rate of increase in 
the single digit range that more closely tracks 
the overall increase in the gross domestic 
product (GDP). 

Context 

The Centere for Medicare and Medicaid 
Services track total health care spending in 
the United States. Their latest data show that 
total health care spending at all levels - 
private and public - rose 9.3 percent in 
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2002. At the same time the Gross Domestic 
Product (GDP) grew at only 3.6 percent. Thus, 
in 2002 the pace of gains in health care 
spending were nearly three times the rate of 
growth for the economy, clearly an 
unsustainable situation. 


In the past the United States has been able to 
bring health care spending into line with 
economic growth, but only for a short period 
of time.”'^ For example, after a big spurt in 
health care spending in the late 1980s and 
early 1990s, GDP growth outpaced gains in 
health care spending in 1994, 1996, 1997 and 
1998. Since 1999 health care spending has 
increasingly outpaced gains in the GDP. 


Ta king a longer term 
view, health care 
spending has, on 
average, risen faster 
than the GDP, but not 
at the very high rates 
seen in recent years. 
During the four 
decades from 1960 to 
2001, health care 
spending averaged 
2.5 percentage points 

higher than the 

growth of GDP.’” 

Between 1990 to 2001, health care spending 
averaged 1.5 percentage points higher than 
the GDP. If the United States could bring 
health care spending growth rates closer to a 
level 1 to 1.5 percentage points above GDP, it 
would go a long way toward moderating the 
scope of spending in the future. 


In 2002, the pace of 
gains in health care 
spending were nearly 
three times the rate of 
growth for the economy, 
clearly an unsustain- 
able situation. 


A goal of bringing total health care spending 
closer to GDP growth rates assures that the 
portion of the economy allocated to health 
care spending — already quite high — does 
not sharply increase its relative share, 
although the United States may not be likely 
to prevent health care spending from taking a 
larger share of GDP. For businesses, keeping 
health care spending closer to GDP growth 
rates can help assure that the cost of 
providing health care to employees can be 
relatively stable and sustainable. 

Addressing the issues surrounding medical 
errors can enhance the quality and 
affordability of the system. According to a 
report by the Institute of Medicine, at least 
44,000 people, and perhaps as many as 
98,000, die in hospitals yearly as a result of 
medical errors that could have been 
prevented. “^Tlte cost of medical errors in 
hospitals, including the expense of 
additional care made necessary by the errors, 
lost income and household productivity, and 
disability, is between $17 billion and 
$29 billion a year. 

The Institute of Medicine's study prompted 
the formation of The Leapfrog Group for 
Patient Safety, a consortium of larger 
employers working to get hospitals to 
implement measures to improve patient 
safety and the quality of care. However, there 
is concern that aggressive medical 
malpractice attorneys could transform the 
Leapfrog standards into performance 
expectations. For example, some worry that if 
hospitals violate the Leapfrog standards, it 
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could lead to more medical malpractice 
lawsuits that would drive up malpractice 
premiums and raise the overall costs of 
medical care. The General Accounting Office, 
in a recent report,”^ cites rising malpractice 
claims as the "primary driver" of higher 
medical malpractice insurance premiums. 

These developments illustrate that efforts to 
reduce medical errors alone will not 
necessarily reduce costs, but must be 
accompanied by tort reform affecting medical 
malpractice. 

Some of the initial policy recommendations to 
restrain the growth in health care spending 
and inflation include, but are not limited to 
the following: (1 ) the adoption of reforms that 
empower consumers to make better informed 
health care decisions, (2) a reduction in 
medical errors and excessive liability, (3) 
greater flexibility in health plan design, and 
(4) the education of individuals to be more 
effective consumers of health care. 

Initial Policy Recommendations 

Improve the quality and performance of 
the health care system by developing, 
through private and public sector 
initiatives, consistent, evidence-based 
measures. In addition, increase funding 
for outcomes-based research for health 
care services supplied by hospitals, 
physician specialists, clinical 
laboratories and other health care 
providers that can be used by purchasers 
and individuals to identify the "best 
performers" in the health care system. 



There are no medical or pension benefits, but the 
employees ' lounge has excellent free coffee. " 

YorfcurColioclkm !Y'‘4 W»mn «rtt>c'nbjnk.ccini, All Sij^hts R««vfiU. 


Increase the incentives for individuals to 
lead healthier, more active lifestyles that 
would reduce the incidence of obesity 
and other avoidable diseases. In 
addition, expand the availability of 
workplace wellness programs and health 
plan designs that promote wellness and 
cover cost-effective preventive services. 

Significantly reduce the current 
unacceptably high levels of medical 
errors, inappropriate care and the 
provision of health care services that 
result in patient harm or death. Medical 
errors can be reduced by adopting 
national goals directed at achieving 
measurable annual improvements in 
health care quality, consistency and 
positive patient outcomes. 
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Curb excessive liability and unsustain- 
able cost increases caused by "defensive 
medicine" by enacting federal medical 
liability reform legislation with firm, 
reasonable limits on damages and other 
sensible tort reforms. 

Allow greater flexibility in the design of 
health plans by strengthening ERISA 
preemption and eliminating specific 
benefit mandates or conditions on health 
coverage at either the state or federal level 
tha t interfere with the ability of either 
insured or self-insured health plans to 
offer more affordable health plans. 

Goal 5: Increase the Quality of Health 
Care Services 

By 2014, at least 50 percent of 
Americans with health care 
coverage will be enrolled in a 
health plan design that 
provides user-friendly, 
comparative information on 
the quality and performance of 
health care providers and 
services and the majority of ail 
others with coverage will have 
the option to choose to enroll 
in such a plan. 

Context 

Currently, only about 1 percent of Americans 
are enrolled in some type of consumer-driven 
health plan.'^'* One form of these plans 
currently available typically transfers the 


liability for costs for the first several 
thousand dollars of claims to the employee. 
The plan includes an employer-funded 
account that workers can use for a variety of 
medical expenses, including premiums. The 
plan provides workers with catastrophic 
health care coverage for expenses above the 
high deductible, although some plans have 
first dollar provisions that cover initial 
expenses up to a modest limit. This example 
is one of potentially many plan models we 
can expect to emerge to help consumers be 
more cost conscious and to assist them in 
making better quality choices. 

Employers, especially those that currently 
sponsor Preferred Provider Organization 
(PPO) health plans,”® are 
expected to offer CDHP-type 
plans over the next few years. 
As many as 40 percent of the 
people currently in PPO plans 
are expected to move to some 
type of consumer-driven health 
plan, with a big boost coming 
between 2006 and 2007, 
according to a study by 
Forrester Research,”® 


The type of CDHP plan available today may 
not necessarily be the preferred choice in the 
future. Employers may consider other types of 
plans that shift less of the risk to the 
employee, for example. Employers will be 
looking for plans that help make consumers 
more cost and quality conscious. Such plans 



Only about 1 percent of 
Americans are now 
enrolled in some type 
of consumer-driven 
health plan. 
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might, for example, rate or rank health care 
providers. Some employers might also adapt 
existing PPO and Health Maintenance 
Organization (HMO) plans to incorporate 
changes that make consumers more cost and 
quality conscious about the health care 
services available to them. They may wish, for 
example, to group health care providers into 
different quality tiers, each of which would be 
available to the plan's enrollees, but with a 
different out-of-pocket cost. 

Plans designed to make consumers more 
quality and cost conscious are expected to 
affect the health care market place when the 
number of people enrolled in the plans 
reaches about one-fourth of the market. 
Forrester calculates this will happen by 2010. 
At this level of market penetration, such 
plans are expected to begin to encourage 
more transparency and responsiveness by 
health care providers to cost-conscious and 
cautious consumers. 

As plans that provide better information to 
consumers compete for more enrollees, 
consumer-driven plans are expected to lead 
health care providers to respond more openly 
and effectively to improve quality within the 
system and make an effort to provide the kind 
of customer satisfaction that will attract and 
keep health care customers. By expanding 
the market share of consumer-driven plans 
further to 50 percent by 2014, it will 
strengthen the benefits of the consumer- 
driven approach to health care. 


The benefits expected from consumer-driven 
plans will, of necessity, require an increase in 
consumer access to information on health 
care and providers.”’' In that regard, the 
Institute of Medicine's Committee on Quality 
of Health Care in America recommends a 
high-level national effort to improve the use 
of information technology in the field of 
medicine. It recommends that Congress, the 
executive branch and leaders of health care 
organizations, public and private purchasers, 
and health informatics associations and 
vendors should make 
a renewed national 
commitment to 
building an 
information 
infrastructure to 
support health care 
delivery, consumer 
health, quality 
measurement and 
improvement, public 
accountability, 
clinical and health 
services research, and 
clinical education.”® This challenge is 
daunting, the committee states, and in the 
absence of a national commitment and 
financial support, progress will be "painfully 
slow."”'* 


The benefits expected 
from consumer-driven 
plans will require an 
increase in consumer 
access to information 
on health care and 
providers. 


Finally, the points made in the context section 
for Goal 4 regarding medical errors and 
medical malpractice are equally applicable 
here to quality in medical care. 
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Initial Policy Recommendations: 

Develop clear, publicly-disclosed 
information that individual 
consumers can easily understand 
and use to compare health care 
providers and services on the basis of 
standardized measures of their 
quality, safety, patient satisfaction 
and efficiency. 

Significantly expand the availability 
of different forms of health plans that 
support and reward individuals who 
become more actively engaged in 
making well-informed decisions 
about the appropriate use of quality 
health care services. 

Encourage much greater use of 
advanced information technology to 
support employers and employees in 
evaluating and choosing the health 
care services and providers best 
suited to their needs. 

Expand the availability of public and 
privately-funded educational tools to 
assist individuals with their 
increased decision-making 
responsibilities in the health care 
system and assist them as 
participants in consumer-directed 
health plans. 

Goal 6: Increase the Number of 
People with Health Insurance 
Coverage 

By 2014, 243 million or 91 percent of non- 
elderly Americans will have some form of 
health insurance. This will represent a 


reduction by half the proportion of the 
nonelderiy population that is uninsured 
today. 

Context 

In 2002 82.7 percent or 208.4 million of the 
U.S. non-elderly population of 251.7 million 
was covered by some type of health 
insurance, while 43.3 million or 17.2 percent 
were uninsured. A year earlier, 83.5 percent 
or 206.6 million of the U.S. non-elderly 
population of 247.5 million was covered 
while 16.5 percent or 40.9 million were not. 

An analysis of the 2001 data reveals that 
within the insured population, 162.3 million 
or 79 percent were covered by an employer- 
based plan. Almost half of those were 
dependents.*^’ In addition, 16.4 million were 
covered by individual policies, and 

37.9 million were covered by public 
programs, including Medicare (5.6 million), 
Medicaid (28.3 million) and Tricare/ 
CHAMPVA'^ (6.6 million). 

An increase from 82.7 percent to 91.4 
percent would have been equivalent to 
adding 21,65 million nonelderiy to the ranks 
of the insured in 2001 and would have 
increased the insured population from 
208.40 million to 230.05 million. Such a gain 
also would have cut in ha// the number of 
uninsured nonelderiy from 43.3 million to 
21.65 million. 

In 2014, the nonelderiy population will be 
265.2 million, according to projections by the 
U.S. Census Bureau.*^ An increase from 
82.7 percent (219.3 million) to 91.4 percent 
(243.2) will represent an additional 

23.9 million insured nonelderiy Americans. 
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Percentage of Non-Elderly Americans V^ithout Heaith Insurance, 1987*2002 



Both employment'based and public health 
insurance can contribute to an expansion of 
coverage and a reduction of the uninsured 
population. In each of these two sectors, 
periodic trends of reduced coverage have 
emerged since 1987, according to an analysis 
of changing patterns of coverage by the 
Employee Benefit Research Institute.'^^ 

Between 1987 and 1993 the number of 
uninsured increased from 13.7 percent to 
16.0 percent due to an erosion of employ- 
ment-based health benefits. The decline in 
workplace benefits was grea ter than growth 
in coverage by public programs. 

Between 1993 and 1999, however, the portion 
of the population covered by employer-based 
health benefits rose while the portion covered 
by public programs slipped.'^ The net result 
was the proportion of uninsured was only 
modestly higher by 1999 at 16.2 percent. 


Medicaid coverage declined during the 1990s 
because welfare reform and a strong economy 
lifted more people out of welfare and into the 
employment sector - but into jobs without 
health benefits. At the same time continued 
downsizing of the military during the 1990s 
reduced the number of people covered by 
Trica re or C H AM P VA . ' 

Between 1998 and 2001 the number of 
children covered by Medicaid or State 
Children's Health Insurance Programs 
(S-CHIP) increased from 20 to 23 percent. 
However, despite declines in the portion of 
children covered by employment-based 
health benefits in 2000 and 2001, the 
percentage of children without health 
insurance fell from 14 percent to 12 percent 
between 1998 and 2001 . 

To the extent coverage can be expanded in 
both the employment sector and the public 
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"The challenge now before the Administration, the Congress and 
the industry is to strengthen businesses' ability to deliver the 
retirement income and security that workers deserve and depend 
upon, but to do it in such a zvay that we don't discourage 
employers from offering and maintaining plans for their -workers.'' 

--Assist.intSecreUiryofLtibor, Employee Benefits Security Adininistmlion, Ann Combs 


Conclusion 

A broad array of demographic, workplace 
and economic changes in the decade ahead 
provide challenges to personal financial 
security and threaten a crisis for the employee 
benefits system in its current form. These 
challenges include the aging of America, 
changes in composition of the workforce, 
evolving changes in social structure and 
families, and continuously rising health 
care costs. 

Population aging and rising health care costs 
will increase the burden of Social Security, 
Medicare, and Medicaid for taxpayers, and 
may increase pressure to reduce benefits. This 
makes it all the more important that the 
employee benefits system is preserved and 
adapted to changing times in order to better 
meet the needs of a changing workforce and 
to help individuals and households better 
prepare themselves for the challenges ahead. 


The burden of saving adequately, investing 
retirement savings, and making good and 
cost-effective health care decisions will fall 
increasingly on the individual. Employers 
can continue to see that the employee benefit 
system can help individuals in their efforts to 
build and maintain their personal financial 
security. The goverrunent will also play a key 
role in setting the regulatory framework that 
can sustain and enhance the employee 
benefits system. Government leaders can also 
reform Social Security and Medicare in ways 
that make the programs sustainable over the 
long term. 

This strategic plan has laid out a vision for 
how the employee benefits system can 
continue to be a vital part of the personal 
financial security of Americans. If the 
employee benefits system is to remain vital, 
plans will need to be increasingly flexible 
and adjustable to the challenges that lie 
ahead. The plan addresses four benefit areas: 
workplace retirement plans, active worker 
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health care, retiree health care and long-term 
care, and, finally, stock plans. 

The plan establishes nine key goals. In tbe 
area of retirement they are to (1) raise 
financial literacy, (2) increase the share of 
workers in workplace retirement plans and 
(3) raise retirement savings. 

In active worker health care, this plan sets the 
following goals: (4) make health coverage 
more affordable, (5) increase the quality of 
health care services, and (6) increase the 
number of people with health insurance 
coverage. 

In retiree benefits, this plan establishes two 
goals: (7) make retiree health and long-term 
care accessible and affordable and (8) 
modernize Medicare. Finally, in stock 
ownership, this plan has a single goal: boost 


broad-based opportimities for employees to 
own stock. 

The plan offers an array of initial policy 
recommendations to achieve the goals it sets 
forth. The American Benefit Council will 
review its goals and recommendations and 
adjust and modify them as necessary. If these 
initial policy recommendations are followed 
and all stakeholders work together and fulfill 
their respective responsibilities, it will 
advance the United States toward the broad 
goal of keeping the employee benefits system 
a strong and vibrant part of the total 
compensation of employees. It will also help 
ensure that Americans will be better able to 
build and maintain a high level of personal 
financial security. It will also help prepare 
workers to provide the income, health care 
and custodial care they will need for longer, 
better lives in retirement. 
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Mr. Klein. The last point I would like to just pick up on is some- 
thing I was not necessarily planning on discussing, but in light of 
the fact that it has been discussed so extensively already, I just 
want to comment on it. That is the issue about whether or not we 
are really getting our money’s worth with respect to the tax ex- 
penditure for employer-sponsored retirement, which is one of the 
largest tax expenditures in the budget. I agree with some of what 
has been said, but also would point out the following: 

First of all, in terms of whether or not an adequate portion of the 
tax expenditure is going to lower-income individuals, as my testi- 
mony indicates, we very strongly support both extension and, 
frankly, the expansion of the low-income saver’s credit. We think 
that it is extremely important to do more to help low-wage workers 
save more effectively. So I am in complete agreement on that point. 

But there is a very comprehensive, many would say extraor- 
dinarily onerous set of nondiscrimination rules that govern the em- 
ployer-sponsored retirement system that are designed to ensure 
that a disproportionate amount of the value of the tax expenditure 
not go just to the very highly paid. So it is not like Congress has 
somehow ignored this issue and not tried to design the system in 
order to ensure that workers across the income spectrum are bene- 
fiting from this system. 

Moreover, there are at least two reasons for what would appear 
to be a disconnect between the amount of the tax expenditure and 
also the amount of taxes that are being paid out on the benefits. 
That, of course, relates to simply the present value that workers 
now today are getting as an exclusion for money that is being put 
into a plan. In the case of their 401(k) plans, companies get a de- 
duction, individuals get an exclusion for the amount that they put 
in, as well as the amount that their company puts in on their be- 
half But, of course, those benefits will then be paid out later on 
when those individuals retire, including, of course, those high-in- 
come people for whom these large deductions and exclusions pre- 
sumably are taking place. So I think that one has to keep in mind, 
uppermost in mind, the timing issue. 

The other point, of course, is that we are dealing right now de- 
mographically with a situation whereby there is a larger group of 
baby boomers who are in the working population for whom these 
deductions and exclusions are being taken and being made and a 
comparatively smaller group of retirees. But once we baby boomers 
retire, we are going to be in the population that will be paying 
taxes on the benefits that are paying out. 

So I think that these are very crucial points to keep in mind in 
answer to Senator Kohl’s earlier questions around this point. 

With that, I would conclude and be delighted to answer questions 
later. 

[The prepared statement of Mr. Klein follows:] 
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Chairman Smith, Ranking Member Kohl, and Members of the Committee, thank you for 
the opportunity to appear before this Committee. My name is James A. Klein, President 
of the American Benefits Council. The Council is a public policy organization 
representing principally large companies and other organizations that assist employers 
of all sizes in providing benefits to employees. Our members either sponsor directly or 
provide services to retirement and health plans covering more than 100 million 
Americans. 

Mr. Chairman, I commend you and the other Members of the Committee for shining the 
spotlight on the vital role our nation's employment-based retirement system plays in 
overall savings. Your leadership is critical to strengthening our nation's retirement 
system, and we urge you to continue to be active in fostering policies that encourage 
American employers to offer retirement programs to their employees. 

The voluntary employer-sponsored retirement system is a bright spot on the savings 
landscape. As of 2003 (the most recent year for which data is available), American 
families had accumulated nearly $10 trillion in U.S. retirement arrangements - the vast 
bulk of which is attributable to workplace plans. This tremendous pool of capital is an 
essential source of retirement income security for millions of Americans and a major 
driver of the U.S. economy. 

While individuals can save on their own without an employer-sponsored plan, savings 
rates are much higher when employees have the opportunity to save through an 
employer plan. Moreover, employer-sponsored plans increase retirement savings, 
arguably the type of savings that American workers need most. 

Despite the success of the employment-based retirement system, Americans today are 
saving less overall than at almost any time since World War II, and we are saving far 
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less than all of our major international competitors. In just a few short years, the first of 
the Baby Boom generation will become eligible for retirement benefits, and numerous 
studies have shown that far too many of them are not saving enough for a secure 
retirement. 

The nation's private sector defined benefit pension system is in distress, providing 
coverage to only 20 percent of working Americans. The defined contribution plan 
system has expanded over the last 20 years, with trillions of dollars being saved in 
401 (k) and similar arrangements. However, millions of Americans have no savings at 
all and millions more are not saving enough. 

Reforms are needed to enhance financial literacy, increase the share of workers in 
workplace retirement plans, and raise retirement savings. We have a number of policy 
recommendations for attaining these ends. For example, we strongly support reforms 
that (1) promote automatic enrollment and automatic increase designs for voluntary 
savings plans, (2) create a stable and sustainable defined benefit system, (3) affirm the 
legality of cash balance and other hybrid plans, (4) eliminate barriers to investment 
advice, (5) encourage lifetime payouts of retirement savings so American families do 
not outlive their savings, and (6) expand the Saver's Credit to enhance savings among 
moderate- and lower-income workers. With decisive action in these areas, our nation's 
retirement system will continue to be an engine for increased savings and retirement 
security. 

Last year, the Council released a long-term public policy strategic plan. Safe and Sound: 

A Ten-Year Plan for Promoting Personal Financial Security, which is attached to this 
testimony. It assembles in one document a comprehensive analysis of the dimensions 
of the health, retirement and demographic challenges facing our nation. The report sets 
forth very specific measurable goals for the retirement (and health benefits) system to 
be achieved by the year 2014. Drawing on Safe and Sound, the remainder of this 
testimony discusses the role the employment-based retirement system plays in 
increasing savings and makes a number of policy recommendations for strengthening 
the system and helping us achieve the goals. 

Employment-Based Retirement Plans Increase Savings 

The employment-based retirement system is a proven and effective means of increasing 
savings. Data suggests that savings rates are much higher when employees have the 
opportunity to save through an employer-provided plan. If one looks at federal income 
tax return data, the proportion of filers who claim an IRA or Keogh deduction is fairly 
modest. In contrast, the participation rate in workplace plans is 66 percent of those 
eligible for 401(k) plans. Even when no employer match or contribution is offered in a 
401 (k) plan, contribution rates are high. Analysis shows that employees contribute an 
average of 7.4 percent of their salary even when there is no employer contribution. 
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The success of the system at increasing savings, even when it is not provided through 
employer contributions or other employer-funded benefits, is largely attributable to the 
characteristics of the employment setting. For example, savings is greatly enhanced by 
the opportunity for payroll deduction. If workers can elect to have a portion of their 
pay regularly set aside for savings, rather than having to affirmatively make a decision 
to set aside funds, it is clear that more is saved. Further, pooling money in employer- 
sponsored retirement savings vehicles enables individual participants to benefit from 
economies of scale and to lower their transaction costs, thereby increasing asset 
accumulation and wealth. 

That the system has been a success at saving is nearly indisputable. Of the $10 trillion 
in the U.S. retirement system in 2003, more than $4.5 trillion had been put aside through 
the use of private employer-sponsored retirement plans, including defined benefit and 
defined contribution plans. An additional $2.1 trillion has been collected through the 
use of state and local goveriunent plans and individuals have accumulated more than 
$3 trillion in IRAs ~ amounts which are largely attributable to rollovers from 
employment-based plans. 

Wliile some of these funds undoubtedly would otherwise have been contributed to 
other types of accounts, it seems apparent that much of the savings in the U.S. 
retirement system is new savings. The current voluntary employer-sponsored 
retirement system involves a careful balancing of interests designed to encourage 
employers to maintain plans while ensuring that retirement savings are accumulated 
for the benefit of workers at all income levels. For many workers who are living from 
paycheck to paycheck, the savings created by employer contributions and other 
employer-funded benefits is their only savings. For others, matching contributions 
offer an important incentive to save more. Even for active savers, the convenience of 
payroll deduction encourages greater savings. 

In one recent study conducted on behalf of the National Bureau of Economic Research 
(NBER), economists found that in addition to increasing retirement savings, employer- 
sponsored retirement plans significantly increase overall savings. The study even 
suggests that having a retirement plan may "induce an increase in the holding of other 
assets," thereby resulting in a further increase in total savings. 

It is also critical to recognize that savings that could be considered shifted into the U.S. 
retirement system from other accounts represents amounts that are set aside for 
retirement purposes. Without dedicated retirement savings, it is doubtful that many 
workers will accumulate enough savings in other sources to maintain their pre- 
retirement standard of living. 
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In this regard, the employment-based retirement system serves two essential public 
policy goals. It increases overall capital accumulation and wealth, and it enhances 
retirement security of American families. In both respects, the U.S. retirement system 
has been an enormous success. 

Reforms Are Needed to Revitalize and Strengthen 
THE Employment-Based Retirement System 

Changing workforce patterns, shorter job tenures, changes in employee benefit 
preferences, regulatory burdens, funding requirements, and accounting rule changes 
have led more employers, especially small businesses, to switch from defined benefit 
plans to defined contribution plans. As a result, far fewer workers are likely to receive a 
pension annuity when they retire today than was the case a generation ago. 

Defined contribution plans have demonstrated their ability to provide a vehicle for 
retirement savings for more and more of the workforce. For nearly 25 years, the 401{k) 
plan (and other similar arrangements) has enabled millions of Americans to save for 
their retirement future. Today, there are 465,000 401(k) plans covering more than 54 
million working Americans. As of the end of 2003, 401{k) plans held nearly $2 trillion 
in assets, making the 401(k) plan one of the most effective wealth-building tools ever 
conceived. 

However, there are still too many businesses that do not offer any retirement plan. 

Small employers are focused on covering their payroll, managing labor, and providing 
health insurance access. Retirement plans are perceived by many small employers as an 
additional administrative burden. This leaves countless individuals without access to a 
retirement plan. 

Further, voluntary savings plans mean that employees need to choose to participate 
and, even where plans are offered, participation rates are not as high as they could be. 
The lowest participation rates are found among lower- and moderate-income workers 
who can least afford to forego preparing for retirement. 

The shift to defined contribution plans and the increasing prevalence of retirees opting 
to take lump sums from their defined benefit plans has also meant that workers and 
retirees are increasingly responsible for managing their retirement assets. Not enough 
plans, however, offer the type of personal guidance that participants want because 
pension rules place unnecessary burdens on providing investment advice. More than 
half of workers with access to 401(k) plans have indicated a need for assistance in 
deciding how to invest their plan assets and more than 20 percent of 401 (k) participants 
have accounts invested entirely in a single non-blended investment option, lacking any 
diversification. 
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Whatever the mix of types of benefit plans in the future - be it defined benefit, defined 
contribution or hybrid plans - it is critical that sufficient incentives be in place to ensure 
adequate savings for, and income in, retirement. Since more of the responsibility for 
saving for retirement will undoubtedly be borne by workers given current trends, it is 
important they save adequately for retirement. 

Raise Financial Literacy 

Safe and Sound's first goal is to raise financial literacy. It states, "by 2014, virtually all 
households will have access to some form of investment education and advice and 
nearly 75 percent of households will have calculated the amount of retirement savings 
needed to maintain their standard of living throughout retirement, as well as the 
savings rate necessary to achieve this target." 

One of the most basic elements of savings is understanding the need to save. Yet 
financial literacy is deficient across all generations and socio-economic levels. The 
National Council for Economic Education Studies (NCEE) reports that nearly two- 
thirds of American adults and students do not understand basic economic principles 
such as "inflation." 

One aspect of financial literacy is understanding how much one needs to save to reach 
one's retirement goals. However, according to the 2004 Retirement Confidence Survey 
by the Employee Benefit Research Institute (EBRI), the majority of Americans ~ 58% ~ 
have not calculated how much money they will need to save in order to live 
comfortably in retirement. Of those individuals that have considered retirement, data 
from the survey suggests that many of these individuals may be underestimating how 
much savings they will need for a secure retirement. 

Another aspect of financial literacy is managing the investment of retirement assets. Yet 
many lack the knowledge necessary to make prudent investment decisions. Even 
participants who are relatively knowledgeable may lack the time to make and update 
investment decisions in a consistent and well-informed manner. Moreover, many 
participants are imcomfortable making investment decisions without assistance and 
there is an enormous demand for investment advice. 

Findings from the 2004 Retirement Confidence Survey make clear that Americans both 
want and need to be more financially literate. Just one third of workers surveyed 
reported receiving retirement education materials or seminars from an employer or 
work-related retirement plan provider in the ten months prior to the survey being 
conducted. For the 21 percent of workers who did report receiving education materials 
or seminars from their employer, 67 percent of the workers reported implementing 
some of the recommendations provided in the education materials or seminars. 
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Further, it is clear that savings would be materially enhanced if Americans across all 
socio-economic classes were more financially literate. Listed below are policy 
recommendations drawn from Safe and Sound for achieving the goal of raising financial 
literacy. 

Policy Recommendations: 

• Eliminate barriers to investment advice. Enact legislation to allow employees to 
receive financial education and advice through their workplace and/or from a 
retirement plan administrator. If provided tfu-ough the employer, qualified advisers 
affiliated with plan investment offerings should be permitted to participate (with 
certain worker protections provided) and employers should be protected from 
fiduciary liability for the specific advice provided to individual participants. 

• Support efforts to expand financial education. Provide public sector and private 
foundation funding to develop educational tools that can be used by employers, 
government and other stakeholders in educating workers about saving, investment 
and income management principles. Education efforts should also include 
information about the longer life spans people are expected to have in the future, 
and how workers can financially prepare for longevity risk. 

• Establish financial literacy requirements. Financial education should be a high 
school and college graduation requirement. More states need to be encouraged to 
adopt financial literacy requirements. 

• Promote a focus on retirement planning. Include in the Social Security 
Administration armual statement mailed to workers information on how to calculate 
a rough estimate of the amount one needs to save that, when combined with one's 
projected Social Security benefit, will provide a replacement income of 70 percent of 
one's pre-retirement earnings. 

Increase the Share of Workers in Workplace Retirement Plans 

Safe and Sound's second goal is to increase the share employer-sponsored retirement 
plan coverage and participation. Specifically the goal states that: "by 2014, 96 million 
(74 percent) of full-time and part-time private sector employees will participate in 
workplace retirement plans." 

According to the most recent federal data from a survey of employers, about 50 million 
full-time and part-time private sector workers in 2003 - approximately 49 percent of 
103 million workers— were covered by a workplace retirement plan. Projecting 
increases in the size of the workforce, this goal represents a 50 percent increase in 
retirement plan participation. 



131 


If participation is to increase, more employers will have to offer retirement plans. This 
outcome, in turn, depends on devising innovative and flexible plans that are attractive 
to employers, especially small- and mid-sized businesses. 

A different challenge faces defined benefit plans. Such plans, which provide a 
guaranteed income in retirement, now cover only 20 percent of full-time and part-time 
workers in the private sector. The number of single-employer plans insured by the 
Pension Benefit Guaranty Corporation declined dramatically from approximately 
112,000 in 1985 to about 30,000 plans in 2003. Half of the nation's roughly 57,000 
defined benefit plans in existence in 1994 had been terminated a decade later in 2004. 
However, defined benefit plans remain a critical part of how most large and many mid- 
size employers provide retirement security to their workers. In this regard, single- 
employer defined benefit plans paid benefits in excess of $120 billion during 1999 (the 
most recent year for which official Department of Labor statistics have been published). 

Funding rules, market declines, and low interest rates used for a variety of pension 
calculations, including determining plan liabilities, caused some employers to freeze 
their defined benefit plans whereby the plans are closed to employees who are hired 
after a certain date and/or current participants do not earn any further benefit accruals 
for their working years after an established date. These developments have also 
deterred other employers from starting new defined benefit plans including hybrids, 
such as cash balance plans. Concerns about the volatility of the funding liability have 
complicated the task of preserving these plans and devising policies to get more 
companies interested in traditional defined benefit and hybrid defined benefit plans. 

All types of defined benefit plans, including hybrid plans, can play a role in increasing 
participation rates in workplace retirement plans. To the extent that further erosion of 
the defined benefit system can be halted, or slowed down, the task of expanding 
coverage through other types of plans becomes less daunting. 

Also, to the extent that new, innovative hybrid designs can attract more employers to 
offer defined benefit plans, it can help increase participation rates in retirement plans. 
Enrolling more employees in defined benefit plans of various designs, potentially can 
provide more workers a guaranteed income in retirement. 

Efforts are under way to develop additional ways to strengthen savings through 
defined contribution plans such as new types of simplified guaranteed armuity 
arrangements to be offered in combination with a 401(k) plan. 

The current debate over devising new funding rules for single-employer defined benefit 
plans also has the potential to strengthen the system. We believe the system can be 
reformed without tearing down something that is a core part of how employers 
provide, and millions of Americans receive, retirement income security. To the extent 
new policies are established, they should help preserve and/or expand participation in 
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defined benefit and hybrid plans. Listed below are policy recommendations drawn 

from Safe and Sound for achieving the goal of increasing the number of workers in 

employer-sponsored retirement plans. 

Policy Recommendations: 

• Promote automatic enrollment and automatic increase designs. Enhance default 
mechanisms (e.g., automatic enrollment, lifestyle fvmds, retirement target funds) to 
ensure that individuals who decline to make a choice are more likely to be enrolled 
in a plan (and be savers) and to invest their assets appropriately for their age and for 
the best risk-adjusted return. Auto enrollment is a proven tool for increasing 
participation dramatically, particularly among low and moderate-income workers, 
typically raising participation rates from the 60-65% range to the 85% plus range. 

• Encourage and protect defined benefit plans. Support plan funding reforms that 
reduce the volatility of the funding obligation in defined benefit plans. Support 
policies that provide for new types of defined benefit plans that can offer guaranteed 
levels of retirement income. Such guaranteed aimuity plans could be offered alone 
or in conjunction with a 401(k) or other defined contribution plan. 

• Confirm the legality of alternative plan designs. New policies should ensure that 
employers have a range of plan designs available, including cash balance and other 
hybrid designs, so employers can select the retirement plan design that best suits 
their workforce needs. This would include enhancing all existing plan design types 
and encouraging new simplified plan designs that offer employer tax incentives, 
reduced administrative requirements, and provide for worker education on saving 
for retirement. 

• Make the 2001 improvements permanent. Make today's retirement savings 
opportunities permanent. The retirement savings and pension reforms contained in 
the 2001 tax relief act - from catch-up contributions to small business pension 
incentives to expanded IRAs and 401(k)s — have proven extremely successful. 
Unfortunately, the retirement savings reforms of the 2001 act are scheduled to sunset 
at the end of 2010, frustrating the long-term planning that is critical for both 
individual savers and employer sponsors of retirement plans. 

• Provide a "clearinghouse" plan. Authorize the creation of a "clearinghouse" model 
plan through federal legislation so workers who change jobs frequently can 
contribute to one retirement plan. This plan would be modeled on a multi-employer 
plan model that could provide individuals with one account that would stay with 
them when they change jobs. Employer contributions to the plan would be 
voluntary and no financial or administrative requirements would be imposed on 
employers (other than transferring worker contributions to the plan). This model 
plan would accept differing levels of employee contributions and employer 
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contributions, and would be able to accommodate different investment vehicles. 

Any financial services firm meeting certain qualification criteria would be able to 
offer the "clearinghouse" model plan. 

• Facilitate new models for retirement. Eliminate rules that restrict workers and 
employers from creating flexible working relationships and benefits arrangements 
such as phased retirement programs. 

• Maintain support for company stock in retirement plans. Maintain support for the 
voluntary use of company stock in retirement plans through employer contributions 
or by making company stock available to employees as an investment alternative in 
the retirement plan. Employees should be educated about the special risks of 
company stock ownership in retirement plans. 

Raise Retirement Savings 

Safe and Sound's third goal relates to raising retirement savings. Specifically it states: 

"by 2014, the gross personal savings rate, which covers saving for all purposes, will 
reach 15 percent of disposable income. In addition, many, if not most individual 
workers across the income spectrum will be saving at a rate between 7 and 15 percent of 
earnings specifically to provide a retirement income that is at least 70 percent of pre- 
retirement earnings." 

The context for this goal is to raise our savings rate to a comparable level of our 
principal global competitors among the Organization for Economic Cooperation and 
Development nations and to provide 70 percent of pre-retirement earnings which is 
commonly suggested by many experts as the necessary income replacement rate to 
maintain one's standard of living in retirement. (This is a conservative target inasmuch 
as in recent years the suggested figure has been raised by many other experts.) If one 
assumes that most workers begin to save between 21 and 35 years of age, then an 
overall household savings rate of 15 percent would likely be high enough to encompass 
what households need to save for retirement and still leave room for other forms of 
saving, such as saving to buy a home, for emergencies, for college education, and 
medical care. To the extent workers delay too long past age 30 to begin saving for 
retirement, however, a 15 percent household savings rate (already a challenge to 
achieve) would not be adequate to assure a 70 percent replacement rate in retirement 
for most workers. 

The calculation of how much one needs to save for retirement must be made on an 
individual basis. That amount most importantly depends on how early in one's 
working life a person begins to save. The earlier a worker starts, the lower the savings 
rate required to reach an income level after retirement close to what the worker earned 
before retirement. The amount one needs to save also depends on assumptions about a 
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number of other factors, including the rate of return on retirement savings, the rate of 
future wage and salary growth, and how many years one expects to live after age 65. 

A study by the Employee Benefit Research Institute in collaboration with the Millbank 
Memorial Fund calculates that Americans will need an additional $400 billion more 
than they will have saved to cover basic expenditures in retirement and any expense 
associated with an episode of care in a nursing home or from a home health care 
provider. The study simulates retirement income from Social Security projections and 
savings from current patterns of saving in tax-preferred retirement savings vehicles, 
including defined benefit plans, defined contribution plans, and IRAs of all types. It 
also simulates retirement expenditures on basic living, health care and long-term care. 

It calculates the shortfall between retirement savings and expenses by age and income 
cohorts from 1936 to 1965. 

The study finds that most couples in the top two quartiles of income born after 1945 can 
close the gap by increasing their savings rate by just 5 percentage points. However, 
most couples in the lower two income quartiles bom after 1945 would need to save an 
additional 10 to 17 percent in order to close the gap. Those bom in 1945 and earlier will 
need to save more to meet their needs. Single men and women need to save more than 
couples to close the gap. 

The study does not, however, translate the additional retirement savings needed to 
meet retirement needs for the various cohorts in the study into an explicit aggregate 
savings rate for the entire economy. Its findings do, however, generally support the 
goal of raising overall savings to 15 percent from recent levels of 6.4 percent. That 
would be enough to close the retirement savings gap for the great majority of 
Americans born after 1945 provided the savings were spread relatively evenly across 
the population. To that end, a number of legislative solutions are appropriate to help 
achieve the goal of raising retirement savings. 

Policy Recommendations: 

• Create tax incentives for lifetime payments. More Americans are retiring with 
lump sum payments from their retirement plans and many face the prospect of 
having no defined benefit pension. These retirees confront the difficult task of 
making their savings last throughout their lives, a task that is only becoming more 
daunting as life expectancies continue to increase. Annuitizing some retirement 
savings is an effective way to protect against outliving one's assets. Congress should 
enact modest tax exclusions to encourage lifetime payouts. 

• Enhance the Saver's Tax Credit. Provide an enhanced saver's tax credit for low- 
income Individuals above and beyond current law, which provides a partial tax 
credit for employee contributions made to defined contribution plans and Individual 
Retirement Accounts. The Saver's Credit has proven quite successful. According to 
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official IRS data, more than 5.4 million households claimed the Saver's Credit in 
2003. Yet the Saver's Credit is scheduled to expire at the end of 2006. Given its track 
record of success. Congress should make the Saver's Credit a permanent part of the 
retirement savings tax incentives offered to the American people. 

• Increase tax incentives for savings. Provide increased tax incentives to all 
individuals to encourage them to maximize retirement savings and to ensure that 
their savings last throughout retirement. 

• Remove complex and superfluous rules. Retirement plan rules are often complex 
and arbitrary. As a result, employers, especially small employers, are unwilling to 
voluntarily sponsor retirement plans for their employees. Simplifying onerous plan 
administration and compliance requirements (e.g., nondiscrimination testing) will 
help maximize individual savings and encourage employers to start up and/or 
maintain qualified retirement plans. 

Conclusion 

The current volimtary employer-sponsored retirement system has been an enormous 
success. While individuals can save on their own without an employer-sponsored plan, 
savings rates are much higher when employees have the opportunity to save through 
an employer-provided plan. 

However, the nation's retirement system faces enormous obstacles and there are a 
number of trends on the horizon that will test the system. A broad array of 
demographic, workplace and economic changes in the decade ahead will provide 
challenges to personal financial security and the employment-based retirement system. 
These challenges include the aging of America, changes in the composition of the 
workforce, evolving changes in social structure and families, and continuously rising 
health care costs. 

Reforms are needed now to address these issues and allow the retirement system to 
grow and retain its vigor. With decisive action, our nation's retirement systems will 
continue to be an engine, for increased savings and retirement security. 
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The Chairman. Thank you very much. 

Mr. Kimpel. 

STATEMENT OF JOHN M. KIMPEL, SENIOR VICE PRESIDENT 

AND DEPUTY GENERAL COUNSEL, FIDELITY INVESTMENTS, 

BOSTON, MA 

Mr. Kimpel. Thank you, Mr. Chairman. 

Fidelity is the largest mutual fund manager in the country. In 
addition to that, we are the largest provider of employer-sponsored 
plan services. The main part of that business is in providing invest- 
ment management and recordkeeping services to defined contribu- 
tion plans. All of you have received a copy of a report that we have 
done now for 5 years drawing on the data that we have as the larg- 
est defined contribution recordkeeper. We currently record-keep 
over 10,000 plans covering over 8 million employees with assets ap- 
proaching $500 billion. The report is all based on data at the end 
of 2003. We are in the process of gathering the data and putting 
together a report for 2004. 

With that, I just want to focus on three or four points. 

The first, in looking through this and trying to get a capsule of 
who is the average defined contribution or 401(k) participant, who 
is it, and what we see from our database is it is a person 44 years 
old, who earns about $53,000; who is contributing 7 percent of his 
or her compensation a year, that works out to slightly more than 
$3,500 a year; and who has an average account balance — and I am 
jumping ahead because I just received the numbers for the end of 
2004 — of a little over $61,000 in that account balance. 

Now, the good news there is that average participant still has 
approximately 20 years to grow that number into a significant re- 
tirement nest egg. 

As the presentation I provided and the report also shows, all of 
the important things we care about — participation rates, deferral 
rates, and account balances — increase as the participant’s income 
goes up, as the participant ages, and, importantly, as the partici- 
pant’s job tenure with the employer increases. 

Now, the opposite of that is also true, as we have all talked 
about as well, that a lower-paid, short-tenured, low-compensation 
participation will have less. But if you make some reasonable as- 
sumptions about where that person will ultimately be, you can see 
that those account balances will grow, participation rates will grow, 
and deferral rates will grow. 

So the issue that I would like to focus on in particular is trying 
to put these numbers in the appropriate context, and what I would 
like to do is focus on the importance that the employer plays in all 
of this. In addition, as you know, Fidelity is a very large IRA pro- 
vider. We have some experience in that market as well. But what 
is significant to us — and if you look at one of the pages in the pres- 
entation, if you look at participation rates comparing employer- 
sponsored DC plan to IRA, if you look at deferral rates or contribu- 
tion rates, and if you look at account balances, what you see is sig- 
nificantly, wildly larger numbers under the employer-sponsored 
plan. The most important of those is the participation rate. Sixty- 
six percent of people who are offered the opportunity to participate 
in a 401(k) plan do so. We sometimes complain that is not high 
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enough, that it should he higher, that it should he 100 percent, and 
God knows we all wish it were 100 percent. But the figure for em- 
ployees who do not participate in an employer-provided plan, the 
contribution rate or the participation rate for them in IRAs — and 
all of them have the ability to participate in an IRA — is only 5.5 
percent. So the power of the workforce, the power of the employer 
providing a plan is very significant. 

The Chairman. Sixty percent versus 5? 

Mr. Kimpel. It is 5.5 for IRAs. 

Now, then we get to the question of what to do. People have 
talked about automatic enrollment. We think automatic enrollment 
is terrific. We are doing it with a lot of plans. Treasury regulations 
allow it today. Anything to encourage greater use of automatic en- 
rollment is terrific. To make it unanimous, we, like the other panel- 
ists, are in favor of the continuation and possible expansion of the 
saver’s credit. 

But there is one other thing I would like to bring up that nobody 
else has talked about, and that is, when you have automatic enroll- 
ment, where does the money go? How is it invested? Another thing 
that we think is important to put on the legislation table is having 
the default fund be a life cycle fund or some kind of a balanced 
fund, because what everybody does now is the money goes into a 
money market fund. Again, looking at our data base, fewer than 5 
percent of the participants are defaulted into a life cycle fund. A 
life cycle fund is one that invests in different asset classes, that 
change as the participant ages, so it is appropriate for that age, so 
it is a higher — it would be a higher investment in equities, and 
then as the participant ages, it will go increasingly away from equi- 
ties into money market. 

The Chairman. So is that something that exists or something 
you want us to create? 

Mr. Kimpel. It exists. Senator. The problem is the fiduciary rules 
under ERISA and Section 44(c) in particular. They do not provide 
any relief from liability to an employer who identifies the life cycle 
fund as the default fund because participants are not deemed to ex- 
ercise control over the default fund. So what employers all do, 
therefore, is default to a money market fund. That, coupled with 
automatic enrollment, would be a huge benefit under the current 
system. 

The Chairman. What percent of, say, their 7 percent, their per- 
sonal and their employer contributions, what percent would it take 
to do the default fund? 

Mr. Kimpel. Well, I am not sure 

The Chairman. Is this something separate that you created? 

Mr. Kimpel. No, no. 

The Chairman. An extra percent or something? 

Mr. Kimpel. No. The question is what happens to a participant 
who does not identify where his or her account should — what in- 
vestment should be allocated to. So when you think of automatic 
enrollment 

The Chairman. Oh, I understand now. OK. You are not talking 
about somebody whose investments tank. 

Mr. Kimpel. No, no. No, I am just talking about someone who 
was automatically enrolled into a plan 
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The Chairman. But they do not designate where 

Mr. Kimpel. They do not designate an investment fund. 

The Chairman. Of those who enroll with Fidelity, what kind of 
a program do you offer them? High risk? Medium risk? Low risk? 
What does the average participant do? Do they spread it? 

Mr. Kimpel. The average participant — well, let’s go back to the 
default issue. Approximately, I believe, 20 percent of participants 
end up being in one fund, and typically that one fund will be the 
default fund, which is why that issue is so important. Beyond that, 
what we 

The Chairman. What does a default fund earn? 

Mr. Kimpel. Money market rates. 

The Chairman. Just the same money market rate. 

Mr. Kimpel. Yes, typically. If the money market fund is the de- 
fault fund. If you look at this across different age spectrums, what 
we see is that there is some level of appropriate — of reasonably ap- 
propriate — at least on average, of appropriate allocation among 
participants, among equity, fixed income, and money market. In 
other words, you see significantly higher concentrations of equity 
funds in participants’ accounts when they are younger, and that 
percentage declines over age. 

I think the typical holding, number of funds held, it will again 
depend on the particular plan because it is the plan sponsor who 
designs the plan, decides what investment options to provide and 
how many of them. So you will get variations depending on how 
many plan options are available. 

The Chairman. The 20 percent who go into the default fund, why 
don’t they choose? What is their excuse? They are not educated? 
They are not told? They are not given an option? 

Mr. Kimpel. Well, the why, I am not sure we know the answer 
to. 

The Chairman. I mean, you know, they have to sign up for it. 

Mr. Kimpel. Correct. They have signed up. I think it is because 
they simply — I think, and this is just opinion, I think they don’t 
have confidence in terms of what it should be, what they should 
be doing. 

Now, going back to the life cycle funds, we do see more and more 
employers offering them as an option, and we see more and more 
people going into them of their own volition. But we also have not 
been able — and this is one of the things we are trying to do in the 
data point, is track what people do. In other words, if they go into 
a default fund, do they stay there? We think most of them, unfortu- 
nately, do. 

The Chairman. Does Fidelity handle any defined benefit plans? 

Mr. Kimpel. Yes, we administer defined benefit plans as well, 
and we also manage defined benefit plan assets. 

The Chairman. Can you share with me the pros and cons? I am 
looking for an answer why is — beyond the complexity of defined 
benefit plans and the cost — why is one declining and the other 
going up? 

Mr. Kimpel. Well, I think the simple reason that defined benefit 
plans are declining is not so much the cost but the uncertainty of 
the cost. If you are a corporation, what you do know with defined 
contribution plans, if you are contributing 5 percent or 7 percent. 
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or whatever that number is, no matter what happens fiscally to 
your company, that is the rate you will have to contribute each 
year. But in a defined benefit plan, you don’t know from year to 
year what that contribution is going to be because it will be in part 
determined by your workforce and your compensation, which you 
have some control over, but it is also going to be determined by 
how well your investments do. That uncertainty, in our experience, 
drives corporate treasurers crazy. 

The Chairman. The mobility of our society today, I assume a lot 
of employees, as they become educated with respect to in 401(k) 
plans, they are asking for that instead of defined benefit plans. 

Mr. Kimpel. I think that is true, too. 

The Chairman. Because it goes with them. There is no red tape. 
It is theirs, they own it, they grow it, they manage it. 

[The prepared statement of Mr. Kimpel follows:] 
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Mr. Steuerle. Senator, could I speak to that? 

The Chairman. Yes, please. 

Mr. Steuerle. We have done some studies at the Urban Insti- 
tute speaking exactly to your point. The traditional defined benefit 
plan over time only favored a small segment of the employee popu- 
lation, mainly 

The Chairman. It is usually the high-income. 

Mr. Steuerle. The higher-income, but also those who are long- 
term employees with the same firm, not the more mobile popu- 
lation. If you look at the distribution of benefits by age and time 
with the firm, it is a hill-shaped. The very young get almost noth- 
ing because if they leave the plan at age 30 or 40, the plan is not 
indexed for inflation. The benefits are often almost worthless. The 
middle-aged people on the other hand start getting a huge buildup 
of assets, but that works badly for retaining employees. If you are 
an employer, all of a sudden you have some middle-aged employees 
say in a firm in Detroit who become very expensive. It is some- 
times cheaper to close down the plant and move to Kentucky. 
Whereas, if you are on the other side of the hill, if you are on the 
down side, as I mentioned earlier in my testimony, sometimes the 
benefits go negative for older employees. 

Are employers looking for older employees? I think they are a 
major demand in the future as these people who are now retiring 
55 to 75 and are the largest underutilized pool of human resources 
in our economy. The traditional defined benefit plan has not ad- 
justed to figuring out how to provide them with a modicum of bene- 
fits. 

One thing all four of us have spoken to at one level or the other 
is how important it is to provide employers with some simple de- 
fault options that they can use for a variety of pension reform 
issues so they are not threatened with suits under the labor laws, 
the tax laws, and the age discrimination laws. They know they can 
set it up. In many cases they don’t want broad fiduciary respon- 
sibilities. They don’t mind making deposits on behalf of employees, 
but they generally don’t want long-term fiduciary responsibilities 
that threaten them with lawsuits. I think we spoke of this chal- 
lenge for cash balance plans, automatic enrollment and automatic 
escalation plans and allowing life cycle plans. The notion that in 
the law or at least in the regulations there are safe harbors that 
reduces the threat of lawsuits, I think, is a very important ad- 
vance, which I think all four of us would support. 

The Chairman. Can I ask you a question? I don’t know the an- 
swer to it. I am looking for education for myself. Where you have 
a company like United Airlines who — I believe one of their prob- 
lems is the whole defined benefit plan liability. A new airline is set 
up called Ted. What does Ted offer to their employees? Is it a 
401(k) or is it a defined benefit plan? 

Mr. Klein. Well, I don’t specifically know what is offered to that 
airline 

The Chairman. I mean, there are lots of examples like that. 

Mr. Klein. I assume that they do not provide the same level of 
benefits, retirement or otherwise, but it is clear that in that indus- 
try they are facing pressure. Some of the companies, the legacy car- 
riers, are facing pressure not only from those who have terminated 
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their plans, like the Uniteds and U.S. Airways, but also some of 
the newer low-fare air carriers that clearly do not have a defined 
benefit pension. 

The Chairman. Would JetBlue have a 401(k)? 

Mr. Klein. I would think they do. 

Mr. IWRY. Mr. Chairman, I agree 

Mr. Klein. I also — go ahead, Mark. 

Mr. IWRY. I am sorry. I was just going to add to what Jim Klein 
is saying, that the newer carriers and in general the newer indus- 
tries in our country have gone much more toward the 401(k) model, 
and this answers both of your questions in part, in addition to the 
factors my colleagues have mentioned. The defined benefit has 
been associated traditionally with manufacturing and with union- 
ized industries particularly. As the share of the workforce rep- 
resented by unions has declined and as the share of the workforce 
in this country involved in manufacturing has declined in favor of 
service industries, we have seen that mix of 

The Chairman. That accounts for part of the decline of one and 
the rise of the other. But are there any union pension funds that 
are or were defined benefit, are any of them transferring to 401(k)? 

Mr. IWRY. Yes, or they have added 401(k)s. 

The Chairman. They have added it. 

Mr. Klein. Mr. Chairman, if I might also further embellish upon 
the answer to your question about the reasons for the decline, 
which are many, and kind of refer back to the chart that I showed 
during my comments. You know, at its peak in 1985, we had 
112,000 of these defined benefit plans insured by the Pension Ben- 
efit Guaranty Corporation. In 1986, the Tax Reform Act was en- 
acted. Now, admittedly it did, through some of its changes, get rid 
of a number of very, very small defined benefit plans that maybe 
were only covering one or two people in a professional organization. 
But once you clear those out of there I want to debunk the notion 
that employers do not really necessarily want a defined benefit 
plan. I think that a lot of the provisions and the regulations that 
have followed on top of the provisions from the Tax Reform Act of 
1986 and its progeny have made it very difficult for companies to 
have defined benefit plans. 

I completely agree with John Kimpel’s comment that it is not so 
much the actual cost as it is the uncertainty about the cost. I hear 
that time and again from our Fortune 500 company members who 
are saying they find it very, very difficult to make the case to their 
boards of directors and their shareholders that it is worthwhile 
having a defined benefit plan given the unpredictability. That is 
why we are so tremendously concerned about certain features of 
the administration’s proposals on funding. 

The last point is the notion that people have obviously experi- 
enced, notwithstanding the dip during the market downturn, an 
enormous amount of wealth accumulation in 401(k) and other types 
of defined contribution plans. So from an employee relations point 
of view, there is a tremendous amount of interest in those kinds 
of plans, which brings us back to the beauty, I think, of the cash 
balance and other kinds of hybrid plans that combine the best fea- 
tures of both. It is a defined benefit plan. Its benefits are guaran- 
teed by the Pension Benefit Guaranty Corporation. The employer 



156 


funds it, but it is more transparent and individuals have a better 
sense of the value that they have. 

I will just leave you with one fascinating anecdote. A member 
company of ours did a survey of its workers about the extent to 
which those workers value different kinds of benefits, and they 
found that they placed a far superior value on the company-run 
gymnasium than they did on the defined benefit pension plan, not- 
withstanding that the company was obviously spending vastly more 
resources on the defined benefit plan. That speaks to the issue of 
communications and why it is important to engage people in the 
value of their defined benefit plan since it is not as evident to them 
as the defined contribution plan. 

But I think also that survey was done prior to the market down- 
turn, and I think a lot of people began to realize the value of that 
security of the defined benefit plan. Most large companies obviously 
sponsor both or try to sponsor both. 

The Chairman. I have to apologize. There is another vote. We 
have only a few minutes left. 

Do any of you have any concluding comments that you can say 
briefly that would add to our record? Yes, Mr. Iwry. 

Mr. IWRY. Mr. Chairman, I would like to reinforce and expand 
upon something that Mr. Kimpel called attention to. 401(k)s can be 
made easier and more effective in a number of different ways, real- 
ly in all three phases: contributing to the plan, accumulating 
through sound investment, and then paying out. 

Mr. Kimpel is absolutely right that the accumulation phase 
needs some legislative comfort, and Gene Steuerle said this as well. 
We can use some more fiduciary reassurance for employers that if 
they default people into a life cycle fund instead of a money market 
fund or into a managed account where there is a professionally 
managed individual account for employees, if they want to let a 
professional manage it the way we run our defined benefit plans, 
with professional management, we will have made a great step for- 
ward and moved the system away from the excessive dependence 
now on self-direction. Every employee having to become their own 
investment expert, their own investment manager, it is too great 
a demand on people. 

Again, if I can refer to these focus groups that the Retirement 
Security Project has arranged, we saw people essentially begging 
for help with the investments. They do not know exactly how they 
ought to be investing their money. They want some professional 
help. 

You can have the right to opt out and have the right to continue 
to choose your own investments, the way we do today in 401(k)s, 
but let the employer have a default that represents a diversified 
and balanced fund or managed account. 

Mr. Klein. Mr. Chairman, my only final comment would be to 
echo what is in our written statement commending you for the ef- 
forts that you articulated earlier with respect to automatic enroll- 
ment and associate myself with the comments of the others on the 
panel. 

The Chairman. Thank you. 

Yes? 
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Mr. Steuerle. Senator, the one comment I would add is that for 
some of the options we have been talking about at the end — the 
automatic enrollment, the clear statements as to fiduciary respon- 
sibilities and the removal of possibilities of a lawsuit — I think there 
is fairly uniform agreement. I really do hope that Congress moves 
ahead in those areas. But in some ways, those are the easier deci- 
sions. Especially at this time of budget stringency, we have to 
admit that some aspects of our current system are not working 
well, and I do not want to leave you with the notion that some 
harder decisions do not have to be made. 

I would mentioned one, for instance. We have a system now 
where people can borrow on the one side, take interest deductions, 
put money into accounts that get interest receipts, not save a dime, 
not make a dollar of interest income on net, and yet get substantial 
amounts of tax savings — tax savings, by the way, that can be as 
great or greater than these given to the people that actually do 
save. I have given other instances in my testimony. 

Consider early withdrawal options that are so easy for employees 
that sometimes they take money out of saving that the Govern- 
ment has subsidized, and leave nothing by the time of retirement 
age. The people then are more likely to turn to the Government for 
help in old age. Maybe it is nursing home help. Maybe it is retire- 
ment help. 

There are some tough decisions to be made here to encourage 
more people to keep money in a retirement solution. If the Govern- 
ment is going to be subsidizing people, and especially subsidizing 
additions to the saver’s credit, which most of us favor, we have to 
take a hard look in making sure that this money is adding to net 
saving and actually does stay in a retirement solution. 

The Chairman. Gentlemen, thank you all so very much. I know 
you have given me some ideas of things to add to my bill, and I 
invite and encourage and ask for your continued engagement with 
my office and other Senators, because we have got to start working 
on this soon because we have got a real economic or retirement tsu- 
nami ahead of us if we do not get ahead of this. 

So thank you all so much. It has been a very enlightening hear- 
ing, and you have added to the public record in a measurable way. 

With that, we thank you and we are adjourned. 

[Whereupon, at 4:16 p.m., the committee was adjourned.] 
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Mr. Chairman, thank you for allowing me to submit a written statement for the record of 
the U.S. Senate Special Committee on Aging hearing, “The Role of Employer-Sponsored 
Retirement Plans in Increasing National Savings.” I am the Chief Operating Officer of Schwab 
Retirement Plan Services, Inc., part of Schwab Corporate Services, which provides services to 
retirement plan sponsors and participants. At the end of 2004, total client assets in employer- 
sponsored retirement plans at Schwab equaled $131 billion. Overall, the Charles Schwab 
Corporation is one of the largest financial services firms in the nation, with more than 7 million 
individual investor accounts and more than $1 trillion in client assets. I am pleased to be able to 
offer Schwab’s perspective on this very important issue. 

At Charles Schwab, we believe strongly that employer-sponsored plans play a critical 
role in ensuring a secure retirement and in increasing savings in general. They are the primary 
savings vehicle for tens of millions of American workers. But we share the Committee’s 
frustration that these plans are not available to all workers, and that far too many workers do not 
take advantage of these .savings opportunities even when their employer does offer a retirement 
plan. We strongly support the goal of finding ways to rajdee it easier for plan administrators to 
provide plans, incent employers to offer them, and to increase employee participation in them. 
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Undoubtedly, the Committee has been barraged with a number of statistics about the 
participation rates in employer-sponsored retirement plans and the number of businesses that 
offer plans. While offering a few statistics of my own, I would like to focus my comments on 
recommendations for improving the numbers in both of these areas. In particular, I would like to 
discuss what we at Schwab believe to be the most important factors in increasing participation in 
retirement plans today; the availability of quality investment advice and ongoing account 
management for participants, and permitting automatic enrollment in an employer’s plan. 

Let me begin by offering some historical perspective by looking at the evolution of 
defined contribution plans over the last 25 years. In the early 1980s, the first defined 
contribution plans were really nothing more than glorified profit-sharing plans. There was 
nothing required on the employee’s part - no investment decisions or other choices to make. By 
the middle of the 1980s, though, employees were more and more frequently allowed to 
contribute portions of their own salary to the plan, and often had a very limited group of 
investment choices. Mutual funds began to dominate employer-sponsored retirement plans, so a 
participant might have three or four funds from which to choose: a bond fund, a balanced fund, 
perhaps a relatively low-risk equity fund. 

In the late 1 980s and the beginning of the 1 990s, a kind of “space race” developed in the 
retirement plan world, and participants saw incrementally increasing investment options. 
Competition in the marketplace led providers to offer more and more features, and more and 
more investment options. But with increased choice came the need for increased education. By 
the mid to late 1990s, at the height of the market boom, many participants were provided with a 
wide array investment options, but without receiving adequate investment education, including 
the need for diversification. Many tried to catch the wave, making riskier and riskier investment 
choices at a time when it seemed like just about anything would produce staggering returns. And 
then the bubble burst, and suddenly retirement plan investors were front-page news, with heart- 
wrenching stories of seeing their retirement savings wiped out when companies collapsed and 
stock prices plummeted. 
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The first two decades in the Hfe of defined contribution plans were marked by an 
unprecedented 20-year bull market. But the last five years have been a very different story. 
Today, we see investors much more interested in stability within their retirement plan. They 
prefer things like target funds or life-cycle funds that automatically adjust risk as the participant 
nears retirement age. But perhaps most significantly, the last five years have taught retirement 
plan participants - painfully, in too many cases - that they are not as savvy as they thought they 
were in the 1990s, that managing one’s own investments takes time, energy, education and 
effort. In the middle of their busy and hectic lives, many participants simply don’t have the time, 
inclination or interest to learn the dynamics of investing and to pay attention day after day, year 
after year, to their retirement portfolio. They need help and they are asking for help, I believe 
that we will continue to struggle to increase the savings rate until every retirement plan 
participant has the opportunity to get investment education and advice within the context of their 
plan. 

The Importance of Advice in Retirement Plans 

In a 2001 Advisory Opinion issued to Sun America, the Department of Labor concluded 
that a plan trustee providing recordkeeping and other plan services would not violate ERISA’s 
prohibited transaction rules by offering asset allocation advice services to defined contribution 
plan participants where the investment recommendations were those of an independent financial 
expert. At that time. Assistant Secretary of Labor Ann Combs issued a public statement in 
conjunction with the opinion, observing that the guidance allowed “much-needed asset allocation 
advice to plan participants.” She also urged the passage of legislation that would permit an even 
wider array of advice services to be offered to participants. The Department of Labor clearly 
recognizes that employer-sponsored retirement plans are at the very heart of savings for many 
Americans, but is also cognizant that plan participants need some help understanding their 
choices and then making investment decisions that are best for their particular situation. 

A little more than a year ago, Schwab began offering personalized advice - at no 
additional cost to the plan participant or the plan itself - through an independent third party, 
GuidedChoice, Inc., an innovator in the development and delivery of investment advice. 
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Participants have access to personalized advice either online, by phone or in person, including 
recommendations specific to the core investment fund choices available in their particular plan, 
as well as recommendations about how much the individual should save based on their current 
income and life situation. We believe a critically important element of this offering is that we 
make advice available through a variety of channels. Many plan participants want to talk to a 
real person about their choices. Online tools and models have an important function in helping 
participants understand the performance of the investment options within their plan and the 
proper allocation of assets. But to be really effective, a more personal relationship is necessary. 
Our experience shows that when advice is offered online, 20% adopt advice. When advice is 
offered as an in-person phone session, the adoption rate goes up to 42%. And when a face-to- 
face session is offered, 54% of participants take advantage of the advice. Clearly, the persona! 
contact is vitally important. The other element of our offering that we believe is critical to its 
effectiveness is that it is offered at no additional cost to the participant or the plan. 

The advice offering focuses on what we believe to be the three central questions that 
employees have about how to save for retirement. First, how much should 1 save? Employees of 
all ages underestimate how much money they will need for retirement. Our advice helps 
employees determine how much they wilt need for retirement, then calculates and re-calculates 
how much they need to save in order to achieve that goal, taking into consideration their life 
situation, salary and other factors. Second, employees want to know where they should save, 
given the choices offered in their plan. Our advice offering helps employees properly allocate 
their assets among the investment options in their plan. And third, employees want to know how 
they are progressing - how much will they have to live on in retirement. Through 
GuidedChoice, employees are able to see how their current savings translates, in today’s dollars, 
into per-month retirement income, much as annual Social Security statements do today. 

The results have been extremely promising. In the first year, individuals using the 
services more than doubled their average savings rate to from 4.57 to 9.57 percent of eligible 
income - undoubtedly because the advice offering made them realize that they were not saving 
enough to have the kind of retirement lifestyle they would like. Nearly 85 percent of these 
individuals enrolled in managed accounts - again, at no additional cost - that provide ongoing 
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account monitoring for proper asset allocation, as well as automatic rebalancing, ensuring that 
the participant’s assets are properly allocated and are adjusted over time without the employee 
having to worry about it. Perhaps most importantly, participants appear to be taking advantage 
of this service relatively early in their careers. A third of those participants using the advice are 
35 and under, and another 28 percent are between 36 and 45 years old. Forty-three percent have 
account balances of under $25,000. And 55 percent have salaries under $60,000. By 
establishing a pattern of saving early in their careers, these employees exponentially increase 
their chances of having the money to support the kind of retirement lifestyle they desire. But 
while we are particularly pleased that newer employees are signing up for the advice, we have 
found that employees across the board are taking advantage of the offering - regardless of how 
old they are, what their salary is, or how much they have saved. By reducing barriers to access, 
we have begun to democratize advice. 

The reality is that many employees lack an understanding about their future financial 
needs. Many have never calculated how much they need to save for retirement, and when they 
do, they find they are woefully behind. Many employees are also uninformed about investments 
and the financial markets. They are intimidated by these areas and that leads to inaction. Advice 
and managed account services, as a standard part of every defined contribution plan can help 
break down these barriers, which can have nothing but a positive effect on savings. 

We also believe there are important steps that can and must be taken in order to increase 
the use of advice in employer-sponsored plans. Roughly half of plans today offer some sort of 
advice or managed solution, but the half that does not is concerned about the consequences of 
bad advice or investment losses. We need to ensure that the fiduciary liability does not extend to 
the employer in cases where a completely independent third party is providing the advice or 
where the advice is free from conflicts. We also believe that ultimately advice and managed 
accounts should be standard in every plan. And we would recommend expanding the advice 
available through the employer to extend to all of an employee’s financial assets, not just those 
within the retirement plan itself. If our goal is to make a more educated saving public, we need 
to explore ways to allow an individual who has become comfortable with the advice provided to 
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him or her within a retirement plan to leverage that relationship into something that will be of 
benefit outside the plan. 

We believe that no single development in the employer-sponsored plan world is more 
important to increasing savings than making quality advice available to all participants. It gives 
employees a confidence level to participate in the plan in the first place, to become more 
involved in understanding the choices within their plan, and to stay actively engaged in 
monitoring their savings. The confidence that comes from knowing that they have a support 
system in place to ask questions is absolutely critical to ensuring that employees take advantage 
of the opportunity available to them through their employer’s retirement plan. 

Increasing Availability of and Participation in Plans 

The other critical pieces of a campaign toward making employer-sponsored plans even 
more successful are to make it easier for employees to participate and to increase the incentives 
for employers to offer a plan in the first place. Schwab supports automatic enrollment as the 
most important way to increase employee participation. Unfortunately, despite the increasing 
use of automatic enrollment among plan sponsors, many employers are reluctant to implement 
such a provision for fear that 1) they may incur liability in the event a participant relies only on 
the default savings rate established by the employer and fails to achieve their retirement goals; 
and 2) that by selecting a default investment option for participants automatically enrolled in the 
plan, they increase their fiduciary liability in a way not easily measured or controlled. Under 
current law, unless a participant makes “affirmative” elections with respect to the investment 
allocation of their contributions to a plan, the employer cannot avail itself of the protections 
provided under ERISA Section 404(c) (relieving the employer of some fiduciary liability 
associated with participant investment elections) and retains full fiduciary responsibility for the 
management of plan assets. This added responsibility (and liability) could also require 
employers to provide on-going monitoring of the participant’s investments, and make 
adjustments as would be prudent from time to time. Few employer have the resources or desire 
to become so actively involved in participant accounts. 
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Employers should be permitted to deduct a minimum amount from a new employee’s 
paycheck and invest those deferrals in the plan’s default investment, with a “safe harbor” amount 
and default investment option that, if followed, will not create any additional fiduciary 
responsibility or monitoring for the employer. An opt-out should be allowed for employees 
who, for whatever reason, do not want to enroll. But the emphasis should be placed on making 
employees take action if they do not want to enroll, rather than forcing employees to negotiate 
the cumbersome rules that exist at most plans today in order to enroll. Many plans have waiting 
periods before an employee becomes eligible. Once the waiting period is over, notices are sent 
to the employee, but he or she must take the initiative to enroll - and we all know that 
procrastination, lack of understanding, fear of not knowing where to invest, and countless other 
excuses mean that millions of employees are missing out on the opportunity. Evidence has 
shown that automatic enrollment is often the nudge the employee needs to get involved, begin 
educating themselves, and create a savings strategy. Congress should also create a national 
standard around automatic enrollment, thus eliminating conflicts with some states that currently 
require written consent from the employee before that employee can be automatically enrolled. 

In addition to automatic enrollment, employers should be allowed to increase 
automatically the amount of savings deducted from the employee’s paycheck as his or her salary 
increases, with some certainty as to their fiduciary liability in doing so. Again, this change will 
help employees save more without having to be responsible for performing an annual calculation 
themselves of how much they should put into their retirement savings plan. 

We recognize that the cost to the employer - both in matching dollars if a company 
provides a match and in administrative costs - will be significantly increased if automatic 
enrollment, a wider pool of default investment choices, and automatic savings increases are 
permitted. So a balance needs to be struck of offering employers relief and certainty if they are 
going to be willing to offer these enhancements. 

One outcome we do not want to emerge from these recommendations is for fewer - not 
more - employers to offer plans to their employees. So in addition to considering things like 
providing fiduciary clarity around advice and automatic enrollment, the federal government also 
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needs to provide incentives for employers to offer plans in the first place. Only about half of 
employers today sponsor a plan. Too many employers do not offer plans because starting one is 
too complicated or too expensive. We urge the Committee to explore ways to reduce the barriers 
to offering employees a retirement savings plan at all. 

Finally, from the tax perspective, we support extending or making permanent the 
increased contribution limits for employer-sponsored plans that were implemented as part of the 
Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA). Under that law, 
increases in contribution limits are being phased in, reaching $15,000 next year, with subsequent 
increases tied to inflation (though capped at no more than $500 per year). Even more 
importantly, “catch-up” contributions of up to an additional $5,000 (beginning in 2006) are 
permitted for individuals age 50 and over, to help them reach their retirement goals. Without 
intervening action by Congress, however, those limits will revert to their pre-2001 levels in 
2011. While we do not believe it is critical for Congress to make these particular provisions 
permanent this year, we do believe that Congress should not wait until the last minute to extend 
these enhanced contribution limits. Uncertainty about how much an individual can contribute 
and concern that the limit may be lowered will have an extremely negative effect on savings. 

Conclusion 

Charles Schwab founded the company that bears his name more than three decades ago 
because he believed that everyone could become an investor. The key was education - 
demystifying the markets so that ordinary investors could understand their choices and make 
wise decisions. That is the philosophy we live by today, and that is particularly true within 
Schwab Corporate Services. Retirement plans are the primary way of entering the markets for 
millions of investors. But without education that explains options, minimizes risk, quells fears, 
and generally raises the comfort level of the plan participant, many individuals are going to be 
reluctant to participate or, if they do participate, they may end up with a portfolio that does not 
suit their particular needs. Advice is proving to be the answer, and we strongly encourage 
Congress to make advice easier for the plan administrator to provide, for the employer to offer 
and for the employee to access. Advice should not be another choice for employers and 
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employees to consider; rather, it should be automatic. With increased certainty around the 
obligations of both the employer and the service provider, we can make that happen. Finally, 
encouraging automatic enrollment in employer-sponsored plans can be the mechanism for jump- 
starting a lifelong educational effort that will produce generations of wiser, more financially 
literate savers. 

We look forward to working with members of the Senate Special Committee on Aging on 
this important issue, and we thank you for the opportunity to participate in this dialogue. 

# # # 
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The Principal Financial Group® (The Principal®) is a diversified family of financial service 
companies with total assets under management of $168.7 billion. More employers choose 
The Principal for their 401 (k) plans than any other bank, mutual fund or insurance company in 
the United States. A member of the Fortune 500, The Principal serves 614,000 individual 
policyholders, 75,000 group employer clients, and 47,000 pension customers (employers), 
Princor Financial Services Corporation services approximately 890,000 mutual fund 
shareholder accounts and Delaware Charter Guarantee Trust Company, conducting business 
as Trustar® Retirement Services, serves as directed trustee to more than 200,000 retirement 
and savings accounts. In all, 15 million customers (businesses, individuals and their 
dependents) worldwide rely on the member companies of the Principal Financial Group for 
their finandal services needs. Principal Financial Group Inc. is traded on the New York Stock 
Exchange under the ticker symbol PFG. 

The Principal® appreciates the opportunity to provide comments regarding retirement savings. 
Today, there is a growing concern that many people will outlive their retirement savings due to 
inadequate personal savings, spending too much in the early years of retirement, poor 
investment performance, failure to plan for the effects of inflation, and living longer than 
expected. Since workers are not saving on their own for their retirement, employer-sponsored 
retirement plans must help provide the income security workers need at retirement. Basically, 
workers need qualified employer-sponsored retirement plans since: 

• Social Security does not provide adequate retirement income. 

• The age that full Social Security benefits are paid is increasing. 

• On their own, workers do not adequately save for retirement. 

• Individuals that are retiring today are expected to live longer than in the past which results 
in more years of retirement. 

Redefining Retirement 

Current Effectiveness of National Savings 

Employer-sponsored plans are one of the most cost-effective methods for U.S. workers to save 
for retirement. However, small employers sponsor plans less frequently than large employers. 
According to the March 2004 U.S. Census Bureau Current Population Study', 76 percent of 
private-sector employers with over 1000 employees sponsor a plan, and 60 percent of full-time 
private sector employees participate in a plan. This compares to only 27 percent of small 
employers with less than 25 employees sponsoring a plan and only 21 percent of employees of 
small employers participating. 

Personal savings as a percentage of disposable income remained high in the 1970’s, topped 
out at 11.2 percent in 1982, then dropped sharply and remains at low levels today. The 
personal savings rate for 2004 hit an all-time low of 1.2 percent. ^ 

Reasons Small Employers Do Not Sponsor a Retirement Plan 

Small employers give many reasons for not sponsoring a retirement plan. One of the greatest 
challenges small business owners face is to agree to sponsor a plan when business revenue is 
low and uncertain. Small employers also report that they do not sponsor a plan for the following 
reasons: 


‘ U.S. Census Bureau, Current Population Study, March 2004 
^ U.S. Department of Commerce, Bureau of Economic Analysis 
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• Administration of a plan is too complex. 

• Lack of interest from employees. 

• Contributions are too expensive. 

• Cost of plan sponsorship is too high. 

Another obstacle to plan sponsorship is the lack of familiarity of different plan types. A large 
percentage of small business owners (73 percent) have never heard of or are not too familiar 
with a Simplified Employee Plan (SEP). Over half (52 percent) have never heard of or are not 
too familiar with the Savings Incentive Match Plan for Employees (SIMPLE) plan.^ Congress 
created SIMPLE plans specifically for small employers. 

Ways to Encourage Plan Sponsorship 

The Principal believes more can and should be done to make retirement plans attractive for 
small employers. Ways must be found to make it easier and less costly for employers to 
provide plans for their employees and to give small employers both financial and practical 
incentives for establishing retirement plans. We offer the following suggestions to increase 
plan sponsorship: 

Inform Employers 

Employers need to be informed about the types of qualified plans available and the costs 
associated with each type of plan. Many employers are misinformed about the contributions 
required under a plan. 401 (k) plans, in particular, can be designed to meet a small employer's 
need for flexibility in contribution amounts (e.g., a discretionary employer match or profit 
sharing contribution) and to allow employees to share in plan costs. 

Permanent Tax Credits For Plan Start-Up Costs 

Many employers feel the costs associated with running a retirement plan prohibits them from 
establishing one. This is especially true for small employers whose decision to sponsor a plan 
is impacted by the cost of the plan. As a result, a tax credit to help offset the cost of 
establishing a retirement plan is helpful to small employers. EGTRRA '01 provides for a 
temporary tax credit for small employers establishing a new plan. According to the EBRI Small 
Employers Survey, two of ten non-sponsors indicated that the EGTRRA ‘01 tax credit makes 
offering a retirement plan more attractive for their business. To encourage small employers to 
establish a retirement plan, this tax credit should become permanent. 

Simplify Defined Benefit Plan Rules 

We believe more should be done to encourage employers to establish and maintain defined 
benefit plans. We support creating a simplified defined benefit plan for small employers and to 
reduce existing administrative costs and hassles that make defined benefit plans unattractive to 
many employers. We offer the following additional suggestions; 

• Create a simplified defined benefit plan that will encourage more plan sponsors to adopt 
defined benefit plans. 

• Reduce the amount of Pension Benefit Guaranty Corporation defined benefit pension 
premiums to reduce the cost of maintaining a defined benefit plan. 

• Create a new type of plan that combines defined benefit and 401 (k) features. This would 
allow employers to offer two plans while paying the cost for one. 

• Encourage creative and flexible hybrid plan designs such as cash balance plans. 


2003 Small Employer Retirement Survey 
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Reduce Administrative Costs and Burdens 

Administrative costs and burdens, which have a disproportionate impact on small employers, 
must be reduced. We suggest the following actions be taken: 

• Simplify the annual reporting requirements. 

• Simplify the general nondiscrimination and coverage testing rules. 

• Extend the time period for making a corrective distribution of excess contributions. 

• Reduce the excise tax for failure to make minimum required contributions timely. 

Coverage Rates Today in Employer-Sponsored Retirement Plans 

In an annual study. The Principal collects data and provides its plan sponsors a comprehensive 
report of changes in retirement savings. The study. Beyond the Numbers 2004: Review of 
401 (k) Plan Trends & Analysis, took an in-depth look at trends among nearly 26,000 401 (k) 
plan sponsors and over 2 million 401 (k) plan participants at The Principal. Here are some 
participant behavior findings; 

• Overall, average deferral rates remained fairly flat with a slight increase from 6,5 percent 
in 2002 to 6.7 percent. Older employees (55-64 age group) who see their retirement on 
the horizon are saving more. Deferral rates average nearly 7 percent for this age group. 

• The lowest participation and savings rates are among younger workers. Forty-two 
percent of eligible employees under age 35 do not participate in their 401 (k) plan, thereby 
missing out on the powerful effect of compounding over time. When they do participate, it 
is often at a low deferral rate. 

• Employees with income in the $30,000 - $50,000 range continue to have the highest 
participation and deferral rates. 

• The overall average account balance for 401 (k) plans with a defined benefit plan was 1 3 
percent higher than stand-alone 401(k) plans. The average account balance in a 401{k) 
plan with a defined benefit plan was $38,899. The average account balance in a stand- 
alone 401 (k) plan is $34,344. 

• The highest deferral rates are seen in the mining, finance, insurance, real estate, and 
service industries which ranged between 7.2 - 7.4 percent. The lowest deferral rates are 
seen in the retail trade and agriculture, forestry, and fishing industries, which averaged 6.3 
percent. 

Ways to Increase Savings in Employer-Sponsored Retirement Plans 

Reasons that employees give for not savings for retirement in their employer-sponsored plan 
include: 

• They think they can work past normal retirement, 

• They underestimate how much they will need to live in retirement. 

• They are unwilling to cut back on current spending. 

• They procrastinate saving until it is too late to save enough. 

The Principal believes more can and should be done to encourage employees to participate in 
a retirement plan. Steps must be taken to educate employees about the need for retirement 
savings, offer incentives to participate in an employer-sponsored plan, and make participation 
easier to do. We offer the following suggestions to increase plan participation: 
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Match Elective Deferrals 

One incentive to encourage employees to save is for the employer to match elective deferral 
contributions in a 401 (k) plan. The Retirement Confidence Survey found that 72% of workers 
are more likely to contribute to a 401 (k) plan if the employer provides a generous match of up 
to 5% of salary.'’ We support incentives for an employer to match that includes exempting the 
plan from nondiscrimination and top heavy testing. 

Provide Easy/Automatic Investment Options 

During the past ten years there has been an explosive growth of investment options available 
to plan participants that has created a critical need for investment education and advice. In 
addition, the market downturn in the past few years caused participants to feel uncomfortable 
with their knowledge in making investment decisions. 

The Retirement Confidence Survey reports that 65 percent of workers are more likely to 
contribute to a 401 (k) plan if their salary deferrals could be invested in a lifecycle fund option 
that is designed based on age and income level and automatically becomes more conservative 
as retirement date nears. We encourage giving employees the education and advice they need 
and an easier approach to choosing appropriate investment options. 

Employers should be given fiduciary protection in choosing a default investment as long as 
certain specified “safe harbors” are met. This includes giving participants acceptable notice 
and disclosure, and allowing participants to select an alternative investment option. 

Provide Automatic Enrollment 

The plan sponsor community is promoting a legislative proposal to encourage the creation of 
an "Automatic 401 (k).” The Principal supports this concept. Many employees fail to sign up to 
participate in their employer’s 401(k) plan out of inertia rather than a specific desire not to 
participate. Making the process automatic not only simplifies the process for employers but 
also helps further the savings for many Americans. By further increasing the savings 
percentage automatically on a yearly basis heips move people toward having a more secure 
retirement and avoids the natural instinct to procrastinate. The increase in participant 
contributions will be less “painful" for employees who might otherwise think they cannot afford 
to increase deferrals if the increase would take affect on an annual basis coinciding with other 
changes such as merit increases. 

The “Automatic 401(k)” would include safe harbors for nondiscrimination testing. This is an 
attractive addition to the proposal that would simplify plan administration thus encourage 
employer sponsorship. 

Effectiveness of Tax Incentives to Increase Savings 

The Principal believes fax incentives propel personal retirement savings. Looking in the past, 
the combination of tax-deferred elective salary contributions for participants and contribution 
tax deductions for employers fueled the success of 401 (k) plans. Here are further ideas for tax 
incentives: 

Lower the Age for Catch-up Elective Deferrals 

Workers experience life stages at varying ages; for example, some women re-enter the 
workforce on a full-time basis at age 40 when their children are in high school or college. 

^ EBRI 2005 Retirement Confidence Survey 



173 


Should these women be in a position make to catch-up elective deferral contributions, they 
should be allowed to put aside additional savings beginning at age 40 achieving more years of 
investment earnings, instead of waiting until age 50. 

Expanded Saver’s Credits with Enhanced Match for Lower-Income Earners 
Give an enhanced tax deduction for employers that provide a tiered matching formula for 
lower-income workers of 1 00 percent match for the first 3 percent of deferrals and 50 percent 
match for the next 3 percent of deferrals. The tiered match along with an expanded, refundable 
saver’s credit and auto enrollment would provide lower income workers more than a dollar for 
dollar incentive to begin and remain saving in an employer sponsored plan. 

Niche Savings Incentives 

Factors such as salary, family income, martial status, number of dependents, and number of 
hours worked all play a part in the decision of how much a worker can set aside each paycheck 
for retirement. Because of the wide variances effecting workers, no single tax incentive is 
meaningful to all workers. Roth 401 (k) contributions, effective in 2006, and will be attractive tax 
strategy to some workers who seek 401 (k) plan retirement distributions that are a mixture of tax 
deferred and after-tax status. New tax incentives that may appeal to some workers, niche 
incentives, are needed to encourage new, additional savings. 

In Summary 

We believe that the employer-sponsored retirement plan is an effective way to help workers 
save for retirement. Steps must be taken to encourage small employers to sponsor a plan by 
better informing them about the types of plans that are available, providing incentives to 
establish a plan, such as a tax credit to help pay start-up costs, and make plan administration 
less costly and time consuming. In addition, employees must be encouraged to participate by 
giving employers an incentive to do so and offer easier solutions to investment choices they 
must make. 
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The Automatic 401 (k): 

A Simple Way to Strengthen Retirement Savings 

William G. Gale, J. Mark Iwry, and Peter R. Orszag 


Over the past quarter century, private 
pension plans in the United States have 
trended toward a do-it-yourself approach, 
in which covered workers bear more 
investment risk and make more of their 
own decisions about their retirement 
savings. Some workers have thrived 
under this more individualized approach, 
amassing sizable balances in 401 (k)s and 
similar plans, which will assure them a 
comfortable and relatively secure 
retirement income. 

For others, however, the 401(k) revolution 
has fallen short of its potential. Work, 
family, and other more immediate 
demands often distract workers from the 
need to save and invest for the future. 
Those who do take the time to consider 
their choices find the decisions quite 
complex: individual financial planning is 
seldom a simple task, For many workers, 
the result is poor decision making at each 
stage of the retirement savings process, 
putting both the level and the security of 
their retirement income at risk. Even 
worse, in the face of such difficult 
choices, many people simply 
procrastinate and thereby avoid dealing 
with the issues altogether, which 
dramatically reuses the likelihood that they 
will not save enough for retirement, 

A disarmingly simple concept — what we 
call the "automatic 401 (k)"— has the 
potential to cut through this Gordian knot 
and improve retirement security for millions 
of workers through a set of common sense 
reforms. In a nutshell, the automatic 401 (k) 
consists of changing the default option at 
each phase of the 401 (k) savings cycle to 
make sound saving and investment 
decisions the norm, even when the worker 
never gets around to making a choice in 
the first place. Given the current structure 
of most 401 (k) plans, workers do not 
participate unless they actively choose to. 

In contrast, under an automatic 401 (k) they 
would participate unless they actively 


choo^ not to— ard sirralaily for eadi 
major ctedsion ttietBafter. Conhibutions 
vyould be made, HTcreased ^adually over 
time, invested pHUdentty, aid pr^erved for 
retirement, aS v\ffliout putting the onus on 
wc^ers to take ttie Wtiative fcff any of 
the^ steps. At the same time, however, 
wcd<as woLrid ran^ free to override the 
default options— to choose whether or not 
to save, and to control how their savings 
are invested — twt those who fail to exer- 
cise the initative would not be left behind. 

The steps involved in bdlcting an 
automatic 401(1^ are not complicated, and 
the benefits cxHjld be substantial; indeed, 
a growing body of empirical evidefxre 
suggests tfat the automatic 401(1^ may be 
the most promisirrg approach to bolstering 
retirement secirity for millions of American 
families. A number of economists have 
undwtaken important research and 
contributed practical suggestions 
conc^ng the actual and potentid uses 
of automatic enrollment and related default 
arrangements in 401{k) plans.’ Drawing 
on their contributions, this policy brief 
describes the motivation for, the features 
of, and the potential benefits of the 
automatic 401{k). 





In most 401 (k) I 
plans, vvorKers do j 
not parthipate 
unless they actively 
choose to. Under an 
automatic 401 (k), 
they vvould 
participate unless 
they actively 
choose not to. 





The Historical Context 

In the early 1980s, most Amsicans who 
had private retirement pl^ cov^age 
obtained it chiefly from employer- 
sponsored. defined benefit p^Tsion plans, 
and to a lesser extent from defined 
contribution plans KJch as profit-shying 
and money purch^e plans. Since then, 
pension coverage has shifted away from 
these programs and toward new types of 
defined contribution plans, especially 
4O10<)s. In 1981 ne^ 60 percent of 
workers with pension coverage had only 
a defined benefit plan, while just under 20 
percent had only a 401 (k) or other defined 
contribution plcn. By 2001 . however, the 
share having a defined benefit plan as 
their only plan had dropped to slightly 
over 10 pycent, while the share having 
only a 401 (k) or other defined contribution 
plan had risen to neyly 60 percent. 

Conventional analyses tend to describe 
this solely as a trend away from defined 
benefit plans and toward defined 
contribution plans. Such a 
characterization tends to focus attention 
on the increased portability of pensions 
from one job to another and the shifting of 
investment risk from employer to 
employee. But perhaps an even more 
fundamental development is the extent to 
which the accumulation of retirement 
benefits under the plan has come to 
depend on active and informed worker 
self-management and initiative. Tradition^ 
defined benefit and profit-sharing plans 
require the covered workers to make 
almost no important financial choices for 
thems^es before retirement.^ The firm 
enrols ail eligible workers writhin a defined 
classification, makes contributions on their 
behalf, and decides how to invest those 
contributions {or retains professional 
investment managers to do so). A 
worker's only real choices are when and in 


what form to collect benefits, in 401 (k)- 
type plans, in contrast, the burden of all 
these decisions rests with the employee. 

The trend away from the traditional, 
employer-managed plans and toward 
savings arrangements directed and 
managed largely by the employees 
themselves, such as the 401 (k). is in 
many ways a good thing. Workers enjoy 
more freedom of choice and more control 
over their own retirement planning, in 
some ways, however, this increasingly 
401(k)-dominated system— both the 
process it has evolved into and the results 
it is producing— leaves much room for 
improvement. 

Two Problems with 
Today's System 

The most vivid manifestation of the 
shortcomings of today's private 
arrangements is the simple fact that 
many families approaching retirement age 
have meager retirement savings, if any,^ 

In 2001 half of all households headed 
by adults aged 55 to 59 had $10,000 or 
less in an employer-based 401(k)-type 
plan or tax-preferred savings plan 
account, if the 36 percent of households 
who had no 401 (k) or Individual 
Retirement Account (IRA) are excluded, 
the median balance for this age group 
was still only $50,000. 

These households clearly have the option 
to save: most workers have accounts 
available to them in which they could save 
money on a tax-preferred basis for 
retirement, and any household lacking 
such an option could always contribute to 
an IRA, The problems lie elsewhere and 
are essentially twofold. 

The first problem is that the tax incentives 
intended to encourage participation in 
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employer-based retirement plans and IRAs 
consist primarily of deductions and 
exclusions from federal income tax. The 
immediate value of any tax deduction or 
exclusion depends directly on one's 
income tax bracket. For example, a 
taxpaying couple with $6,000 in 
deductible IRA contributions saves $1 ,500 
in tax if they are in the 25 percent 
marginal tax bracket, but only $600 if they 
are in the 10 percent bracket.'* The 
income tax incentive approach thus tends 
to encourage saving least for those who 
need to increase their saving most, and 
most for those who need to increase their 
saving least. In contrast, the Savw's 
Credit, enacted in 2001 , provides a 
progressive government match for 
retirement savings by middle-income 
households. Other Retirement Security 
Project analyses examine v^ys to address 
the “upside-down" nature of existing tax 
incentives for saving, including through 
strengthening the Saver's Credit.^ 

The second problem, and the one 
addressed in this policy brief, is the set of 
complications involved in investing in a 
401 (k), Most 401 (k)s place substantial 
burdens on workers to understand their 
financial choices and assume a certain 
degree of confidence in making such 
choices, Many workers shy away from 
these burdensome decisions and simply 
do not choose. Those who do choose 
often make poor choices. 

The Complications of 
Participating in a 401 (k) 

A 401{k)-type plan typically leaves it up to 
the employee to choose whether to 
participate, how much to contribute, 
which of the investment vehicles offered 
by the employer to invest in, and when to 
pull the funds out of the plan and in what 
form (in a lump sum or a series of 
payments). Workers are thus confronted 
with a series of financial decisions, each 
of which involves risk and a certain 
degree of financial expertise. 

To enroll in a 401 (k), an eligible employee 
usually must complete and sign an 
enrollment form, designate a level of 


contribution {typic^fy a p^centage of pay 
to be deducted tram the employee's 
paycheck), and specify how those 
contributions be allocated among an 
array of inv^tment options. the 
employee must cdtoose froD among 20 
or more d'ffferent investment funds. An 
employee who is urKiomfortabie making 
ali of these decfeions may weU end up 
withcHJt any plan, because the default 
arrangement— tttat wriiich applies when 
the employee fate to complete, sign, and 
turn in ttie form — fe nonparticipation. 

Fcff those emptoyees who do choose to 
participate, payroll deductions and 
associated contributions are made 
automatically ea:h pay period, typMcally 
continuing year after year, unless the 
employee ^ects to make a change, 
/^though the contributions continue over 
time, the traditicMiat 4O10<) arrangement 
does nothing to encourage participants 
to increase their contribution rates over 
time, or to diversify or rebalance their 
portfolios as their account balances 
grow. In other words, employees in a 
40l{k) not only must take the initiative to 
palicipaie. they must further take the 
initiative to invest wisely ^d to increase 
their contribution rates over lime. 

Heavy reliance on self-direction in 401(k) 
plans made more sense when 401(k) 
plans were first developed in the early 
1980s. At that time, they were mainly 
supplements to employer-funded defined 
benefit pension aid profit-sharing plans, 
rather than the worker's primary retirement 
plan. Since participants were presumed 
to fave their basic needs for secure 
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retir^T^ kioxne met by ^ ^rplo^- 
funded plan and by Social Security, they 
were given ^staiticd discretexi ov^ thetf 
401 (k) choices. Tode^. despite tlw 
incre^in^ c^rtrai role in redrarjent 
planrutig, 401 (k)s still c^3«^e irtder 
essentially the s^ne nies srid pxocedires. 
based oti those now-ojtmoded 
presumptior^. Yet tt« ri^ of worters 
making poo" investment choice loom 
much larger now tiiat 401 (k}s have become 
the p«'imary retremeit savings vehicle. 

The Automatic 401 (k): 

Key Features 

The core concept beWnd the automatic 
401 (k) is quite simple: design a 401 (k) to 
recognize the of inertia in hunwi 
behavtcM' arid enlist it to promote rather 
than hinder sawng. Under an automatic 
401 (k), each of the key events in the 
process would be programmed to m^e 
contributing and investing easier and 
more eHective. 


Automatic enrollment: Employees 
who fail to sign up for the plan — 
whether because of simple inertia or 
procrastination, or perhaps because 
they are not sufficiently well organized 
or are daunted by the choices 
confronting them — would become 
participants automatically. 

Automatic escalation: Employee 
contributions would automatically 
increase in a prescribed manner over 
time, raising the contribution rate as a 
share of earnings. 

Automatic investment: Funds would 
be automatically invested in balanced, 
prudently diversified, and low-cost 
vehicles, whether broad index funds or 
professionally managed funds, unless 
the employee makes other choices. 
Such a strategy would improve asset 
allocation and investment choices while 
protecting employers from potential 
fiduciary liabilities associated with these 
default choices. 



Would automatic 401 (k)s boost net worth? 


Automatic enrollment has been shovim to increase participation rates in 401 (k) plans, 
and automatic escalation has been shown to raise contribution rates and accumulations 
within 401 (k)s over time. A promising topic for future research is the extent to which the 
added contributions due to these automatic features represent net additions to 
households' overall net worth and national savings. It could be that participants 
respond to automatic enrollment by decreasing their savings or increasing their 
borrowing outside of the plan. 

It is plausible, however, ttiat the net effects on both household wealth and national 
savings would be positive. Wcwkere who become contributors through automatic 
enrollment tend to be younger and have lower incomes and less education than other 
participants. Evidence from the pension and 401 (k) literature suggests that a significant 
portion of contributions by households with these characteristics is a net addition to 
household wealth and national savings. 
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• Automatic rollover When an 
employee switches jobs, the funds in 
his or her account would be 
automatically rolled over into an IRA, 
401 (k) or other plan offered by the new 
employer. At present, many employees 
receive their accumulated balances as 
a cash payment upon leaving an 
employer, and many of them spend 
part or all of it. Automatic rollovers 
would reduce such leakage from the 
tax-preferred retirement savings 
system. At this stage, too, the 
employee would retain the right to 
override the default option and place 
the funds elsewhere or take the cash 
payment. 

In each case - automatic enrollment, 
escalation, investment, and rollover - 
wortvers can always choose to override 
the defaults and opt out of the automatic 
design.® 

The integrated strategy of using default 
arrangements to promote saving without 
sacrificing individual choice was first 
formulated by the U.S. Treasury in the 
late 1990s, The Treasury and the Internal 
Revenue Sen/ice (IRS) approved 
automatic enrollment for 401 (k) plans in 
1 998 and first permitted automatic 
rollover in 2000. In 2001 Congress made 
automatic rollover mandatory for small 
lump-sum distributions, to take effect in 
March 2005. Both automatic enrollment 
and automatic rollover were designed 
also to lay the groundwork for automatic 
investment: both generally, by 
establishing the principle that pro-saving 
defaults should apply to major retirement 
decisions, and specifically, by requiring 
plans to prescribe default investments to 
be used in conjunction with automatic 
enrollment and automatic rollover. 

It is worth stressing that none of these 
automatic or default arrangements are 
coercive. Workers would remain free to 
opt out at any point. More fundamentally, 
automatic 401 (k)s do not dictate choices 
any more than does the current set of 
default options, which exclude workers 
from the plan unless they opt to 
participate. Instead, automatic 401(k)s 



merely point workers in a pro-saving 
direction when they decline to make 
explicit choices of their own.^ For 
example, the Treasury rulings authorizing 
automatic enrollment include provisions 
to ensure that employees retain control of 
enrollment and investment decisions. Tbe 
plan must provide employees advice 
notice and an adequate opportunity to 
make their own, alternative choices 
before proceeding with the default 
arrangement. Similarly, under automatic 
rollover, employees have a variety of 
choices and must be given advance 
notice of those choices before the 
automatic arrangement takes effect. 

Automatic Enrollment 

Automatic enrollment has been shown to 
be remarkably effective in raising 
participation rates amor>g eligible 
workers. Studies indicate that it boosts 
the rate of plan participation from a 
national average of about 75 percent of 
eligible employees to between 85 and 95 
percent.® Particularly dr^atic increases 
are seen among those subgroups of 
work^s with the lowest participation 
rates. For example, one study found 
that, among employees with between 3 
and 1 5 months, automatic enrollment 
increased participation from 13 percent 
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to 80 perc©it for workers witfi annual 
earnings of less than $^,(X)0. and from 
19 perc^t to 75 percent for Hispantcs.^ 

Automatic enrollment can boost the rate 
of 401 (k) plan participatton to between 85 
and 95 percent, with particulaly dramatic 
increases among work^ with the lowest 
participation rates. 


Impact of 401 (k) Auto Enrollment 



Interesting administrative variants exist 
that accomplish much of what 
automatic enrollment does. One 
alternative would require that all 
employees make an explicit election 
to participate or not. rather than enroll 
them automatically if they make no 
election. In at least some cases this 
approach has produced participation 
rates in the same high range as for 
automatic enrollment.'® In addition, 
firms could require that employees who 
opt out sign a statement acknowledging 
that they have read the plan’s 
disclosures regarding the advantages 
of contributing. 

Despite its demonstrated effectiveness in 
boosting participation, only a small 
minority of 401 (k) plans today have 
automatic enrollment. According to a 
recent survey, 8 percent of 401 (k) plans 
(and 24 percent of plans with at least 
5.0(X) participants) have switched from 
the traditional “opt-^" to an “opt-out" 
arr^gement." As already noted. 


automatic enrollment is a recent 
development, and therefore it may yet 
become more widely adopted over time, 
even with no further policy changes. 

But policymakers could accelerate its 
adoption through severe measures. 

Some of these policy measures 
would be appropriate only if automatic 
enrollment were adopted in conjunction 
with other features of the automatic 
401(k), especially automatic escalation, 
which are discussed further on page 8. 

First, the law governing automatic 
enrollment could be better clarified, In 
some states, some employers see their 
state labor laws as potentially restricting 
their ability to adopt automatic enrolment. 
Although many experts believe that 
federal pension law preempts such state 
laws as they relate to 401 (k) plans, 
additional federal legislation to explicitly 
confirm this would be helpful. Any such 
explicit preemption should be undertaken 
only to the extent necessary to protect 
employers’ ability to adopt automatic 
enrolment. 

Second, some plan administrators 
have expressed the concern that 
some new, automatically enrolled 
participants might demand a refund of 
their contributions, claiming that they 
never read or did not understand the 
automatic enrollment notice. This could 
prove costly, because restrictions on 
401(k) withdrawals typically require 
demonstration o1 financial hardship, 
and even then the withdrawals are 
normally subject to a 1 0 percent early 
withdrawal tax. One solution would be to 
pass legislation permitting plans to 
"unwind" an employee's automatic 
enrollment without paying the early 
withdrawal tax if the account balance 
is very smali and has been accumulating 
for a short period of time. 

Third. Congress could give automatic 
enrollment plan sponsors a measure 
of protection from fiduciary liability if the 
default investment they have prescribed is 
an appropriate one, such as a “balanced’’ 
mutual fund that invests in both 


. The Reff 



'a.".* «*»•, 



182 


diversified equities and bonds or other 
stable-value instruments. The exemption 
from fiduci^ responsibility would 
not be total: plan fiduciaries would 
retain appropriate responsibility for 
avoiding conflicts of interest, excessive 
fees, lack of diversification, and imprudent 
investment choices. However, it would 
provide meaningful protection under 
ERISA {the Employee Retirement 
Income Security Act of 1974, the principal 
legislation governing employer pension 
plans), thus encouraging more employers 
to consider automatic enrollment. 

Fourth, Congress could establish the 
federal government as a standard-setter 
in this arena by incorporating automatic 
enrollment into the Thrift Savings Plan, 
the defined contribution retirement 
savings plan covering federal employees. 
The Thrift Savings Plan already has a 
high participation rate, but if automatic 
enrollment increased participation by 
even a few percentage points, that would 
draw in tens of thousands of eligible 
employees who are not currently 
contributing. Moreover, the Thrift 
Savings Plan’s adoption of automatic 
enrollment, along with other elements of 
the automatic 401 (k), would serve as an 
example and mode! for other employers, 

Finally, broader adoption of 
automatic enrallment and the other key 
pieces of the automatic 401 (k) 
could be encouraged by reforming an 
exception to the rules governing 
nondiscrimination in 401{k) plans (as 
described below), Many firms are 
attracted to automatic enrollment because 
ttiey care for their employees and want 
them to have a secure retirement, but 
others may be motivated more by the 
associated financial incentives, which stem 
in large part from the 401 {k) 
nondiscrimination standards. These 
standards were designed to condition the 
amount of tax-favored contributions 
permitted to executives and other higher- 
paid employees on the level of 
contributions made by other employees, 
Uney thus gave plan sponsors an incentive 
to increase participation among their less 


paid wpk3^s. 

enrollmerrt Is one way for ttwi to do this. 
In rec^t years, however, amployers have 
had foe option to satisfy the 
nondiscriminatioi steuidards merely by 
adopting a 4010^ "matching safe harbor" 
design. The matching safe harbor 
provision exempts an employer from the 
nondiscrknination starfoards that would 
otherwise ^:^3ly as tong as the firm 
merely off&s a specified employer 
matching conWbution. It does not matter 
whether employees acfoatly take up the 
match offer — aH that matt«^ is that the 
offer was made. Ind^d, the more 
employees contribute, foe greater the 
employer’s cost to match those 
contributicwis, without any compensating 
improvement in noncfiscriminalion results. 
By thus attenuating employers' interest in 
widespread employee participation in 
401 {k)s, the matching safe harbor 
proNflsion presents an important obstacle 
to wider adoption of automatic 
enrollment. 

To restore the attractiveness of automatic 
enrollment to employers, poticym^ers 
could change the rules to allow the 
matching safe harbor only for plans that 
feature automatic enrollment and the 
other key parts of the automatic 401 0<) 
(especially the automatic escalation 
features discussed on page 8). Plan 
sponsors currently using the matching 
safe harbor could be given a transition 
period to meet the new requirements. 
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Automatic Escalation 

One potential problem with automafic 
enrollment, highlighted by recent research, 
is that it can induce some employees to 
passively maintain the default contribufion 
rate over time, when they might otherwise 
have elected to contribute at a higher 
rate.’® This adverse effect can be 
mitigated through automatic escalation, 
whereby contributions rise gradually and 
automatically over time (for example, from 
4 percent of the worker’s pay in the first 
year to 5 percent in the second, 6 percent 
in the third, and so on). For example, in the 
“Save More Tomorrow” program proposed 
by Richard Thaler and Shlomo Benartzi. 
workers would agree (or not) at the outset 
that future pay increases will generate 
additioial contributions.’^ In one trial, 
"Save More Tomorrow” was shown to lead 
to a ajbstsntial increase in contribution 
rates over time for those who participated, 
relative to other 401{k) participants at the 
same company. Alternativefy, workers 
could agree to ftjture contribution 
increases even in the absence of pay 
raises, Automatic escalation plans have 
been exprficitty a^^roved by the IRS in a 
general information letter obtained by one 
of the autfxxs.’® 


Automatic Investment 

A third key feature of the automatic 401 (k) 
is automatic investment. In the 
accumulation phase of 401 (k) retirement 
savings, too many employees find 
themselves confronted by a confusing 
array of investment options and lack the 
expertise, time, or interest to become 
expert investors, As a result, many 
40l(k)-type accounts fail basic standards 
of diversification and sound asset 
allocation; millions of workers are 
overconcentrated in their employer’s 
stock or overinvested in safe but low- 
yielding money market funds, 

Policies that encourage employers to 
provide sound default investments should 
increase retirement savings by improving 
investment performance. A key step to 
improving asset allocation choices would 
be to grant employers relief from selected 
fiduciary liabilities if they offer employees 
alternatives to mandatory self-direction, 
through either standardized investments, 
such as low-cost diversified balanced 
funds, or professionally managed 
accounts. Such a strategy would improve 
asset allocation and investment choices in 
4O10<) plans while protecting employers 
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and preserving employees’ rights to seif- 
direct their accounts if they so choose. 

Asset allocation choices could be 
improved by granting employers relief 
from selected fiduciary liabilities if they 
offer alternatives to mandatory self- 
direction, through either standardized 
investments or professionally managed 
accounts. 

Two changes in legislation would greatly 
encourage automatic investment. 

First. Congress could designate certain 
standardized types of investments, 
the inclusion of which in a 401 (k) would 
assure the employer a measure of 
fiduciary safe harbor treatment. 

That is, the employer would be immune 
from certain challenges for imprudence 
or lack of diversification to which they 
might otherwise be subject under ERISA. 
The definition of qualifying investments 
would remain broad: in addition to 
certain recognized stable-value 
investments, they would include 
balanced, prudently diversified, low-cost 
funds with a range of permissible 
allocations between equities and bonds. 
Plan sponsors would not be required to 
offer such investments, but they would 
be permitted to impose standard 
investments on all participants who make 
no other choice, or to include standard 
investments among participants’ 
investment options. 

Employers would have an incentive to 
use standard investments to the extent 
that doing so would provide fiduciary 
safe harbor protection. Indeed, the 
market might come to V\m investments 
that receive such favorable treatment as, 
in effect, enjoying a presumption of 
prudence. Use of presumptively prudent 
balanced or life-cycle funds as the default 
investment, in lieu of money market or 
stable-value funds or employer stock, 
seems likely, in turn, to improve 
Investment returns for participants, 

Second. Congress could make it clear 
that plan sponsors seeking protection 
from fiduciary liability may designate an 


independent professtonat investment 
mana^ to hivest participants’ accounts. 
This would free partldpants from having 
to man^ their own accounts, although 
they could retain the optoi to do so. The 
plan sponsor and trustee wmjld be 
exempt from fiduciary re^xpnability for 
investments apprqpriatety delegated to 
an independent investmwit manager, 
except for the continuing responsibility to 
prudently select amd monitor the 
manager {for example, to ensure 
reasonable fees). Such guidance from 
policymakers wojld Ikely accelerate the 
exp^sion of professkwial account 
management soMces. already an 
emerging trend. Like standard 
investments, professienafly managed 
accounts would tend to ensure 
reason^le asset allocation and adequate 
diversification including reduced 
exposure to employer stock), two key 
factors in raising expected returns and 
reducing risks. 

Autoniutic Roliover 

A similar automatic or default-based 
approach has already been applied to 
plan payouts before retirement, to limit 
leakage of assets from the retirement 
system. Currently, most people who 
receive distributions from 401 0<) and 
similar plans take one-time cash 
payments, In general, the smaller this 
lump-sum distribution, the less likely it is 
to be saved by being transferred ('Toiled 
over") to another employer plan or to an 
IRA. In fact, data suggest that, as of 
1996. the median lump-sum distribution 
was $5,000. and a sizable majority of 
defined contribution plan participants 
who receive a lump-sum distribution of 
$5,000 or less do not roll it over to a 
qualified plan or IRA. 

For years, account balances of up to 
$5,000 could be involuntarily "cashed 
out,” that is, paid to departing employees 
without their consent, and these 
payments were the least likely to be 
preserved for retirement. In 2000, 
however, a Treasury-IRS ruling permitted 
retirement plan sponsors to transfer such 
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amounts to an IRA est£4>lished for a 
departing employe vA\o did not 
affirmatively elect any other disposition 
of the funds. A year later Congress 
mandated such automatic rollover for 
distributions between $1 .OCX) and $5,000. 
Under this legislation, scheduled to take 
effect in March 2005, plan sponsors 
may no longer force cash-out 
distributions of mwe than $1 .000 on 
departing employees. Instead they are 
required to follow the emjAjyee^ 
instructions either to bansfer the fonds 
to another plan or IRA, pay foe funds 
directly to the employee, or keep the 
funds in the plan if the plan permits that 
option. The individuai fous has foe 
choice to pres^e or consume foe 
retirement savings, but, if foe irfoividual 
makes no other choice, the default is 
preservation — either in the employer's 
plan, if the employer so chooses, or in an 
IRA that the employer opens for the 
employee. TTie employee must ^so be 
notified that, if the payout is automaticaliy 
rolled over to an IRA, he or she may 
then roli it over to another IRA of his 
or her choice. 

Automatic rollover was deagned to 
have a potentially valuable byproduct, 
namely, the broader utilization of iRAs. 
Currently, fewer than 1 0 percent of those 
eligible to open and contribute to an 
IRA on a tax-preferred basis actually do 
so. Like enrolling in a 401 0<). opening an 
IRA requires individuals to overcome 
inertia and to navigate their way through 
a number of decisions this case, 
choosing ^ong a vast number of 
financial institutions and investments). 
Automatic rollover instead calls upon 
the employer to take the initiative to set 
up an IRA and choose investments 
on the employee’s behalf, again unless 
the employee chooses to do so. The 
intended result is not only to presen/e 
the assets within the tax-favored 
retirement plan universe, but ^so to 
create an expanding infrastnjcture of 
portable, low-cost indvidual accounts for 
the millions of workers who have no IRAs 


but who are covered at some point 
by an employer-sponsored retirement 
plan. Automatic rollover thus has the 
potential to help achieve a far broader 
expansion of retirement plan coverage 
for middie- and lower-income households. 
Indeed, this broader agenda is explicitly 
reflected in the automatic rollover 
legislation, which directs the Treasury 
and Labor Departments to consider 
providing special relief for the use of 
low-cost IRAs. 

Eventually, leakage might be further 
limited by expanding automatic rollover to 
a wider array of distributions. However, for 
various reasons, any such expansion 
would need to be examined carefully. For 
one thing, in most cases, benefits in 
excess of $5,000 currently remain in the 
employer plan as the default arrangement 
that applies if the employee makes no 
explicit election reg^ding disposition of 
the funds. 

Other Potential Components of 
the Automatic 401 (k) 

Alternative default options could also 
be considered for other aspects of 
retirement savings, including the form in 
which funds are paid out upon retirement. 
Current law reflects some preference for 
encouraging payouts to take the form 
of a lifetime annuity, which guarantees 
periodic payments for life (as opposed to 
a single cash payment, for example). 
Lifetime annuities are a sensible way to 
reduce the risk of retirees outliving their 
assets, yet few people purchase them, 

In defined benefit and money purchase 
pension plans, a lifetime annuity is 
generally the default mode of distribution, 
In contrast, 401 (k) and most other 
defined contribution plans have been able 
for the most part to exempt themselves 
from such default requirements. Proposals 
to extend to 401 (k) default arrangements 
(including spousal protection) similar to 
those of defined benefit and money 
purchase plans have been advanced and 
have generated lively debate. 



SWl! ' 
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About The Retirement Security Project 


The Retirement Security Project is dedicated to promoting common sense 
solutions to Improve the retirement income prospects of millions of American 
workers. The goal of The Retirement Security Project is to work on a 
nonpartisan basis to make it easier and increase incentives for middle- and 
lower-income Americans to save for a financially secure retirement. 


The Retirement Security Project is supported by The Pew Charitable Trusts in 
partnership with Georgetown University's Public Policy Institute and the 
Brookings Institution. 


America’s vohjntary, tax-subsidized 401 (k) 
plans to make soutd sawng and 
investment deci^ns more autcxnatic. 
while protecting freedom of choice for 
those parttdpating, would require only a 
r^ativ^ modest set of ptrtcy changes — 
and tile steps taken ttius far are already 
producing good results. E;q)^ding these 
efforts will make it easier for millions of 
American workers to save, thereby 
promising ^aater retiremait security for 
millicMTS of America families. 


Conclusion 


A growing body of evidence suggests that 
the judicious use of default arrangements — 
arrangements that apply when employees 
do not make an explicit choice on their 
own — holds substantia! promise for 
expanding retirement savings. The effects 
appear to be parlicuiariy promising for 
middle- and lower-income households, 
who have the greatest need to increase 
their savings. Retooling 
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Footnotes 


1 Particular^ rotabte o^WlbUtiOTs have ba«i made by Brigitte Madrian, Dennis Shea, James Choi, David 
Laibson, and Anckew Me^x^; RkSiard Tl^er arrd Silomo Benartzi; and by Alicia Munnell and Annika 
Sunddn. See the cit^rans of w«k ^sawhere in this policy brief. 

2 In this sense, traStiortal private pen^xis may be characterized less by their defined benefit stmcture— 
in fact, many w«e d^rsed conb1bu&>n iiMofit-^anng and money purchase plans— than by the fact that 
employers took the ir^a^ to fwrd and nwiage the plans, bearing most of the risk and making most of the 
decisions for thw employees. For a tSscussion of these developments, including the shift from defined benefit 
to defined contitbution f^ans, see J. Mark fwry, 'Defined Benefit Pension Plarts,' Testimony befiore the House 
Committee on Educatkm and the Workforce. Subcommittee on Employer-Emptoyee Relations, June 4, 2003. 

3 Fw a twrader cfiscussion of these issues, see Wiiam G. G^e and Peter R. Orszag, "Private Pensions; 
Issues and Options,' si for foe Waffcvr, edited by Henry J. Aaron, James M. Lindsay, ^d Pietro S. 
Nivoia prool^s, 2003), Ffo. 183-216; Peter R. Orszag, “Progressivity and Saving: Rwng the Nation's Upside- 
Down Incentives for Saving,’ Testknony before Ow House Committee on Educatbn and the Workforce, 
February 25, 2(X)4: and J. Mark Ivwy, ‘Deffoed Benefit Pension Plans," Testimony before the House Committee 
on Education wid foe Wwkfcaca. Subcoimfittee on Emptoyer-Emptoyee Relatbns, June 4, 2003. 

These other related puWicr^ons are aval^^le on The Retirement Security Project webate 
(www.mtirementsecuritypFojei^.org). 

^ Some of this dflwence may be recouped when the contributbns are withdrawn and taxed, if families who 
are in !©««■ tax brarAefs during their working yesrs are also b lower tax brackets during their retirement. 

Wilfiam G. Gale, J. Mark Iwry, and Peter fl. Orsz«^, "The Saver's Credit" {The Retirement Security Project, 
March 2005; available at www.relirem6ntsecut1tyF»oject.Drg). 

® See Alicia Munnell and Annika Suncfon. Coming Up Short: The Challenge of 407(k) Plans (Brookings, 2004). 

^ In other words, automatic 40t(k)s are an example of what Cass Sunsteb and Richard Thaler have called 
'libertarian paternalism.' See Cass R. Sunsteb and Rbhard H. Thaler. "Ubertarian Paternalism Is Not an 
OxiTOCTOn,* University of Chicago Law Review 70. no. 4 {2003): 1 169-1202; and Richard H, Thaler and Cass 
R. Sunstein, 'Lfoerfarian Patwnaiism,* American ecorwm/c Review (Papers and Proceedings) 93, no, 2 (2003): 
175-79. 

® Brigitte Madrian and Dennis Shea. 'The Power of Suggestion: Inertia in 401 (k) Partteipatton and Savings 
Sehavbr," Ouarlerly Journal of Economics 116. no. 4 (November 2001): 1149-87; and James Choi and others, 
“Defined Contribution Pensions: Plan Rules, Partic^iani Decisions, and the Path of Least Resistance," in Tax 
PoScy and ffie Economy. 'Jot. 16. edited by James Poterba (MIT Press, 2002), pp. 67-113. 

9 Madnan end Shea. "The Power of Suggestbn: inertia in 401 (k) Partteipatton and Savings B^avior." table 5. 

10 James Choi. David Laibson. Brigitte Madrian and Andrew Metrick, "Active Decisions: A Natural Experiment 
in Savings.’ Working Paper, Harvard University. August 2003, 

11 Profit Sharin9/401(k) Council of America, 47th Annua/ Survey of Profit Sharing and 401(k) Plans (2004), 

12 Although some have raised the question of whethw automatic enrollment shoiid be a required feature of 
40i{k) and similar types of plans, the pros and cons of such a proposal ere beyond the scope of this brief, 

13 James Chcx. David Laibson, Brigitte Madrian and Andrew Metrick, "For Better or For Worse: Default Effects 
and 401 W Savings Behavior.’ in Perspectives in foe Economics of Aging, edited by 0. Wise (University of 
Chicago Press. 2<M)3). pp. 81-121. 

I'* Richard Tharfer and Shlomo Benarci, "Save Mom Tomorrow; Using Behavioral Economics to increase 
Employee Ser^.' Journal of PoSlical Economy M2, no. I.pt, 2 (2004), S164-S187. 

15 General bfwmation tetter from toternal Revenue Service to J. Mark Iwry, March 17, 2004. 

15 J. Mark Iwry and Jack VanDwhei. “Lump Sum Distrtouttons," Testimony before the House Committee on 
Educatbn and foe WorWorce, Subcommittee on Emptoyer-Emptoyee Retattons, July 1 , 2003. 
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retirement income prospects of 
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The Saver’s Credit: 

- -V •. -a 

William G. Gale, J. Mark Iwry, and Peter R. Oszag 


For decades, the U.S, tax code has 
provided preferential tax treatment to 
employer-provided pensions. 401(k)-type 
plans, and Individual Retirement Accounts 
fIRAs) relative to other forms of savings. 
The effectiveness of this system of 
subsidies remains a subject of 
controversy- Despite the accumulation of 
vast amounts of wealth in pension 
accounts, concerns persist about the 
ability of the pension system to raise 
private and national savings, and in 
particular to improve savings among 
those households most in danger of 
inadequately preparing for retirement.’ 

Many of the major concerns stem, at 
least in part, from the traditional form of 
the tax preference for pensions, Pension 
contributions and earnings on those 
contributions are treated more favorably 
for tax purposes than other 
compensation: they are exctudible (or 
deductible) from income until distributed 
from the plan, which typically occurs 
years if not decades after the contribution 
is made. The value of this favorable tax 
treatment depends on the taxpayer's 
marginal tax rate: the subsidies are worth 
more to households with higher marginal 
tax rates, and less to households with 
lower marginal rates. ^ The pension tax 
subsidies, therefore, are problematic in 
two important respects: 

• First, they reflect a mismatch between 
subsidy and need. The tax preferences 
are worth the least to lower-income 
families, and thus provide minimal 
incentives to those households who 
most need to save more to provide for 
basic needs in retirement. Instead the 
tax preferences give the strongest 
incentives to higher-income 
households, who, research indicates, 
are the least likely to need additional 


savings to achieve an adequate living 
standard in retirmient.^ 

• ^cond, as a strategy for prc^noting 
national savings, tfie subsidies are 
poorly targeted. Higher-ijicome 
hous^oids are disprc^XxtiotTately likely 
to respond to the incaitives by shifting 
existing assets from tax^le to tax- 
preferred accounts. To the extent such 
shifting occijs. the net result is that the 
retirement savings plans serve as a tax 
sheft©', rather th^ as a vehicle to 
increase savings, so the loss of 
government revenue does not 
correspond to an increase in private 
savings. In contrast, middle- and 
lower-income Ixxjseholds, if they 
participate in retirement savings plans, 
are most likely to use the accounts to 
raise net savings.^ Because middle- 
income households are much less likely 
to have other assets to shift into tax- 
preferred accounts, any deposits they 
make to tax-preferred accounts are 
more likely to represent new savings 
rather than asset shifting. 

The Saver's Credit, enacted in 2001 , was 
expressly designed to address these 
problems. The Saver’s Credit in effect 
provides a government matching 
contribution, in the form of a 
nonrefundable tax credit, for voluntary 
individual contributions to 40l(k)-type 
plans, iRAs, and simitar retirement savings 
arrangements. Like traditional retirement 
savings plan subsidies, the Saver’s Credit 
currently provides no benefit for 
households that owe no federal income 
tax. However, for households that ovre 
income tax, the effective match rate in the 
Saver's Credit is higher for those vAth 
lower income, the opposite of the 
incentive structure created by traditional 
pension tax preferences. 


The Retirement Security Project • The Saw's Credit 


193 



■Die Saver's Credit is the first and 
so far oniy majcH’ federal legislation 
directly targeted at promoting tax- 
qualified retirement savings for middle- 
and lower-income workers.^ Although 
this is an important step, several options 
are available to improve the design, 
not the least of v\^ich is the credit’s 
scheduted expiration at the end 
of 2006 . 

Policymakers, including R^^sentatives 
Rob Portman (R-Ot) and Benjamin 
Cardin (D-MD), are exfrforing possiWe 
expansions of the Savers Credit. Rep. 
Portman recently emf^asized his desire 
to "get at >what ! think is the biggest 


potential for saving in this country, and 
that IS those who are at modest and iow 
income levels,"® This paper is intended to 
inform such efforts. 

The first section of the paper provides 
background on the evofution and design of 
the Saver's Credit, The second section 
discusses the rationale behind the Saver’s 
Credit and the role of such a credit in the 
retirement income security system as a 
whole. The third section examines empiri- 
cal data and models of the revenue and 
distributional effects of the Saver’s Credit. 
The fourth section discusses measures that 
would exparid the scope and improve the 
efficacy of the Saver's Credit, 
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The Saver’s Credit was enacted as part 
of the Economic Growth and Tax Relief 
Reconciliation Act of 2001 (EGTRRA)/' 

In principle, the credit can be claimed by 
middle- or iower-income households wtx) 
make voluntary retirement savings 
contributions to 401(k)-type plans, other 
employer-sponsored plans {including 
SIMPLE plans), or IRAs." in practice, 
however, the nonrefundabtlity of the 
credit means it offers no incentive to save 
to the millions of middle- and lower- 
income households with no federal 
income tax liability,® 

The design of the Saver’s Credit reflects 
two key objectives. First, the credit 
represents an initial step toward 
addressing the "upside-down" structure 
of other tax incentives for saving- 
leveling the playing field for middle- and 
lower-income workers by, In effect, 
matching contributions at higher rates for 
savers with lower incomes. Second, the 
credit was designed to coordinate with 
and support the employer-based 
retirement system, 



The matching rates under the Saver's 
Credit reflect a progressive structure — 
that is. the rate of government 
contritxjtbns per dollar of private 
contributions falls as househc^ income 
rises. This pattern stands in stark 
contrast to the way tax deductions and 
the rest of the retiranent system 
subsidize savings. The Saver's Credit is 
currently a small exception to this general 
pattern; the Treasury Department 
estiimates that the tax expenditures 
associated v\^ retirement savings 
prefer^ces in 2006 will total roughly 
$150 billion, of which only Si billion is 
attributable to the Saver’s Credit.-® 

The Saver’s Credit applies to contributions 
of up to $2,000 per year per indi\^ualT ' 
As Table 1 shorn, the credit rate is 50 
percent for married taxpayers filing jointly 
with adjusted gross income (AGI) up to 
S30.000, 20 percent for joint filers with 
AGI between $30,001 and $32,500. and 
10 percent for joint file's vwth AGi between 
$32,501 and $50,000. The same credit 


T^bld 1. Saver's Credit Rates and Effective Matching Rates by Income' 

Ddl.n’s exceix wr«re .staterJ othem^ 


Adjusted gross income 


Tax CTCdit for 
$2,000 
conthbulion 

Afier-iax cost 
f)t $2,000 
contribuwjn 

Effective after- 
tax ntalch rate 
(percent) 

Married filing 
jointly 

Singles and married 
filing separately 

Ctedit rale 
(percent) 

0-30,000 

0-16,000 

50 

1.000 

1,000 

100 

30.001-32,500 

15,001 ••!6,250 

20 

400 

1.600 

25 

32,501-60.000 

16.251-25,000 

10 

200 

1,800 

11 


Source: Authors’ calculations using the 2001 Survey of Cuvisumw Finances. 


(11 Calculations assume that the taxpayer has sutfcteni federal inceme tax saxiity to tseneffl Jrari the nawMKiab^ 
credit shown, and exclude the effeas of any tax deducikye or exotusiors assodated wnm the contfitxiii(»« or wufi 
any employer matching conviDuIions, 
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How the Saver-s C^dii Works ior Eiitployess attd Emptoysrs 

aii: from Rothes,:,;.. 

vfiieoftst, Nei^^|ipoS|^ba8 i« iRA..^A&*f flJI^ 'floii^sa 1*:^ ; iiatnit ttif Rivoi s Gr.jdtt 
#Dm her ^ «onWbttf« ?--'.000 to the dtn (kj and he 

s ■' ^-•"■ ■ C'-'-. ".''i-. 


credit (50 oerceW of'$4^(i9C^,- ' ^ . -t. 

the 

' the federal, tncoi^^ MMo^n@:#QnV'h^ t: 

«yil! be t< 

.tax ^lot^ 

Ruth's 

c{ r'*r ouitoh has incfaas»a tonfopefosnrd her id pievioa^ 
($2,000 dividecf by $34.eo^» jocneasos the average 40t(k i 

■tie f 

fricrease, ih ' -t? ra.«eslh^pefaiihSi*;te40'»vk contutnjbon pert 
compensated efeK^e^eoh^ia^l^ j 


CX) to $3;).;XK.'. which 
rprcftivc a $2,000 


rat^ apply fCM" other filing statuses, but at 
lower-income levels: the AGl thresholds are 
50 percent tower for single filers and 25 
percent loviier for heads of households.'^ 
Of course, the figures in Table 1 assume 
that the couple has sufficient income tax 
liability to benefit from the nonrefundable 
income tax credit shown. 

The credit’s effect is to correct the 
inherent bias of tax deductions or 
exclusions in favor of high-marginal 
rate taxpayers. A $100 contribution 
to a 401 (k)-type plan by a taxpayer in 
the 35 percent marginal federal income 
tax bracket generates a $35 exclusion 
from income, resulting in a $65 after-tax 
cost to the taxpayer. In contrast, a 
taxpayer in the 1 5 percent marginal 
bracket making the same $100 
contribution to a 40l(k)-type plan gets 
only a $15 exclusion from income, 
resulting in an $86 after-tax cost. The tax 
deduction is thus worth more to the 
higher-income household.'^ However, 
if the lower-income taxpayer qualifies 
for a 20 p^cent Saver’s Credit, the 
net after-tax cost is $65 ($1 CK) minus 


the $15 effect of exclusion minus the 
$20 Saver's Credit). Thus, the Saver’s 
Credit works to level the playing field 
by increasing the tax advantage of saving 
for middle- and lower-income households. 

TTie credit represents an implicit 
government matching contribution for 
eligible retirement savings contributions. 
The implicit matching rate generated by 
the aedit, though, is significantly higher 
than the credit rate itself, The 50 percent 
credit rate for gross contributions, for 
example, is equivalent to having the 
government match after-lax contributions 
on a 1 00 percent basis, Consider a 
couple earning S30.000 who contributes 
$2,000 to a 401(k)-type plan or IRA, The 
Saver's Credit reduces that couple’s 
federal income tax liability by $1 ,000 (50 
pa’cent of $2,000), The net result is a 
S2.000 account balance that costs the 
couple only $1 ,000 after taxes (the 
$2,000 contribution minus the $l ,000 tax 
credit). This is the same result that would 
occur if the net after-tax contribution of 
$1,000 were matched at a 100 percent 
rate: the couple and the government each 
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effectively contribute $1 ,000 to the 
account, Simitarfy, the 20 percent and 
1 0 percent credit rates are equivalent to 
a 25 percent and an 1 1 percent match, 
respectively (table 


The Saver’s Credit was designed to 
support, rather than undermine, 
employer-sponsored retirement savings 
plans. These plans encourage 
participation through employer 
contributions, nondiscrimination rules 
designed to require cross-subsidies from 
eager to reluctant savers, the aLitomatic 
character of payroll deduction, peer 
group encouragement, and, often, 
professional assistance with investments 
(for example, through employer selection 
of investment options or provision of 
investment management). To support 
these benefits of employer-sponsored 
plans, the Saver’s Credit matches 
contributions to 40t(k) and other plans 
by middle- and lower-income 
employees.''-’ As a result, employees 
need not choose between the Saver's 
Credit or an employer matching 
contribution in their 401(k)-type plan, 

Since the Saver’s Credit applies in 
addition to any employer matching 
contributions, It can raise the return on 
401(k}-type contributions: eligible 
taxpayers can obtain higher effective 
matching rates when the Saver's Credit is 


combined with employe matcNng 
contributions to a 401(k)-type Ftenh® For 
househcrfds who receive a 20 percait 
Saver’s Credit, for exanple, a 50 percent 
^ptoyer match of the employee’s 401 ^)- 
type plan conWbutions implies that the 
total (emptoyw plus government) effective 
match rate on after-tax contributions is 
87.5 percent. That is, for every $100 in 
net contributions the taxpaya- puts in, up 
to the appreciate match limits, the 
account w8l generate $187.50 in value. 

To see how the 87.5 p^ent effective 
match rate occurs, conad^ a taxpayer 
eligiWe fer a 20 percent credit rate under 
the Saver’s Credit who contributes 
$2, (XX) to a retirement account. The 
government gives a tax credit of $400, 
which rtieans the taxpayer has invested a 
net amount of $1 .600. This atone 
generates an effective match of 25 
percent. At the same time, the employer 
matches 50 pwcent of the $2,000 
contribution, adding $1 ,000 to the 
account. A total of $3,000 is thus 
deposited in the account, at a cost to the 
taxpayer of only $1 ,6(X) net of the tax 
credit. Similar calculations in Table 2 
show that, for taxpayers who receive a 
50 percent government matching 
contribution, the effective matching rate, 
including a 50 percent employer match, 
is a striking 2CK} percent.’^ 

In evaluating these high effective 
matching rates, it is imptortant to 
emphasize that they apply only to 


Table 2. Total Effective Match Rates with Saver’s Credit and a 
50 Percent Employer Matching Contribution' 

Mars except where slated otherwise 


Credit 

rate 

(pwcent) 

Tax credit for 
$2,000 before-tax 
employee 
contribution 

Net 

after-tax 

contribution 

Total 

contribwlion 
aftw 50 percCTt 
emploi^ match 

Ratio o1 total 
contribution to 
emii^oyee’s after- 
tax contribution 

Effectwe 
after-tax 
match rate 
(percent) 

50 

1,000 

1,000 

3,000 

3.000 

200.0 

20 

400 

1,600 

a.ax) 

1.875 

87,5 

10 

200 

1,800 

3,000 

1.667 

66.7 


Source; Authors' calculations using (he 2001 Survey of Consumer Finances, 


(1) Calajiations assume that (he taxpayer nassuficieiM lederai income tax li^ly to tiwiefil from (he rxjnrefundsWe 
credit aicwn, and exclude the efrects of any tax deductions ot exclusions a^ociated w«th the contnbutions- 
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the first $2,000 of ^ individual’s 
ccMTtributions. Mweover, they apply only 
to middle- and lower-income households, 
who tend to be mote reluctant savers 
than higher-income households because, 
among other reasons, they tend to have 
less disposable income afta" prodding for 
basic necessities. A higher effective 
matching rate focused on the first ddlars 
of savfing may help to '“jump start" 
voluntary contributions by middle- arKj 
lower-income households, many of whom 
currently do not save at all. 

Emptoyee contribufions to 401(k)-type 
plans that qualify for the Saver’s Credit 
also count toward meeting the employer's 
nondiscrimination tests. Accordingly, to 
the extent the Saver's Credit encourages 
increased participation among lower 
earners, higher earners may also benefit, 
since their ^ility to contribute on a tax- 
favored basis depends on the level of 
contributions by less highly paid 
employees.'® 

Recognizing the pot^tial benefits of the 
Saver’s Credit for plan sponsors, the 
Internal Revenue ^vice (IRS) has 
provided employers a model notice to 
inform emptoyees of the credit.'^ 
Moreover, some employers that have 
refrained from adopting a 40l^)-type plan 
because of expected difficulty in meeting 
the nondiscrimination test may be 


impact of 401 (k) Auto Enrollment 


encouraged by the Saver's Credit to set 
up a plan. The credit not only makes it 
easier for the employer to pass the 
nondiscrimination test but also gives 
eligible employees a greater incentive to 
demand a 40l(k)-type plan. 

The Saver's Credit is also designed to 
complement employer plans through its 
interaction with automatic enrollment. 
Automatic enrollment makes it easier for 
employees to save in a 40l{k)-type plan 
by enrolling employees to participate 
automatically without being required to 
complete and sign an election form. 

Thus, unless an employee affirmatively 
expresses a different preference, the 
default mode under an automatic 
enrollment plan is that the employee 
participates at a stated percentage of 
compensation.^^ Automatic enrollment is 
a particularly effective mechanism for 
raising savings and is another focus of 
ITie Retirement Security Project.^^ 

Automatic enrollment, as a practical 
matter, is particularly geared toward 
encouraging participation by middle- and 
lower-income employees, who are least 
likely to participate without it. For 
example, a recent analysis showed that, 
before the adoption of automatic 
enrollment, only 1 2.5 percent of workers 
with annual earnings under $20,000 
participated in a 401(k)-type plan offered 
by the employer; after the adoption of 
automatic enrollment. 79.5 percent 
participated {Automatic enrollment, like 
the Saver's Credit, also enables higher- 
paid employees to contribute more by 
making it easier to obtain favorable results 
under the 401 (k) nondiscrimination test.) 

Automatic enrollment makes the Saver's 
Credit available to more employees who 
otherwise would not receive it because 
they did not contribute to a 401 (k)-type 
plan. By the same token, the Saver’s 
Credit may encourage wider use of 
automatic enrollment because the credit 
ma^es automatic enrollment more 
valuable, and hence more acceptable, to 
enployees who are entitled to the credit 
{without requiring the employer to make 
any additional matching contributions). 
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Table 3. Ownership of Assets in Retirement Acc<Msite 
Among Households Aged 55-59, by income, 2001 ’ 

OoilafS except, where staled oth&'W-se 


inccrne 

percOTlle 

Percentage oi 
housotioids in 
indicated income 
range with assets 

Mec^n £ 

issels 

^areof 

aggregate assets 
of aS households 
(percent) 

AJl househdeis 
^ income r®ige 

Hcxjseholds with 
assets only 

Below 20 

25.0 

0 

8.000 

1.1 

20-39.9 

49.6 

0 

12.000 

4.2 

40-59 9 

61.6 

7,200 

28.000 

8.6 

60-73.9 

91 0 

50.000 

54.000 

16.7 

80-89 9 

95.4 

148,000 

190.000 

18.8 

90-100 

92.1 

215,000 

299.000 

50.6 

Ail housenoids 

63.6 

10,400 

50,000 

100 


Source: Autiicrs' ca'culaiiors usiog the 2<X)\ Survey of Cwisurscr Frances. 

[V: ''KO'jgco-.i iabte, asse's refer only to a^fs tx;y fnaeiined coolributkyi plans w txJiviriua! Retfremen! Accounis. 


The R I * ‘ in 

the f' 

As the baby boomer generation nears 
retirement, the shortcomings in the 
nation's upside-down system of 
incentives for retirement savings are 
becoming increasingly apparent.^^ As 
already noted, the existing structure is 
upside down for two reasons: 

• First, the tax preferences are worth the 
least, and thus provide minimal 
incentives to save, to households who 
most need lo save more to provide for 
basic needs in retirement. These 
preferences give the strongest 
incentives to higher-income 
households, who least need to save 
more to maintain an adequate 
retirement living standard. 

• Second, higher-income households, 
who receive the greatest benefit from 
the tax subsidies, are the most likely to 
use pensions as a tax shelter, rather 
than as a vehicle to increase savings. 
High-income households are 
disproportionately likely to respond to 
retirement savings tax incentives by 
shifting assets from taxable to tax- 
preferred accounts; the net result is a 
toss of government revenue with no 
increase in private savings. 


Reflecting these upside-down incentives, 
the nation’s broader pension system has 
several serious shortcomings: 

• Only half of workers are covered by an 
em^oyer-based pension plan in any 
given year, and participation rates in 
IRAs are substantially lower. 

• Even workers vi4io participate in tax- 
preferred retirement savings plans 
rarely make the maximum allowable 
contributions. Only 5 percent of 
401(k)-(ype plan participants make the 
maximum contribution allowed by law, 
and only 5 percent of those eligible for 
IRAs make the maximum allowable 

contribution, 25 

• Despite the shift from defined benefit 
to defined contribution plans, many 
households approach retirement with 
meager defined contribution 
balances.25 The median defined 
contribution balance among all 
households ages 55 to 59 was only 
SIO.OOO in 2001 (Tables). Excluding 
the 36 percent of households who had 
no IRA or defined contribution plan 
account, the median balance for this 
age group was $50,000. 

Given this reality, ■focusing incentives for 
retirement savings on middle- and lower- 
income households makes sense for two 
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reasons. First, such incentives are more 
likely to bolster long-t^rn economic 
security and reduce elderly poverty, since 
higher-income households already tend to 
have substantia! ^sets and to be better 
prepared to provide for their needs in 
retirem^t than ottier households. For 
some lower-income families, income may 
be so modest that it is impossible to save 
after paying for necesaties. Yet 60 
percent of hous^iolds at or below the 
poverty line indicate that they save at 
least swnething.^^ E)yDerience with a 
program that p>rovides tax bre^s and 
matchirrg funds to encourage saving 
amcng lowa'-income families suggests 
that they will p^icipate in savings 
programs if presented with incentives to 
do so.^ The evidence cited above on the 
efficacy of automatic enrollment also 
suggests that bwa'-income work«3 will 
save if presented with incentives and a 
sound structure within wrfiich to do so. 

The second reason for focusing incentives 
on middle- and lower-itTcome households 
is the potential impact on national savings. 
National savings is the »jm of public 
savings and private savir^gs. All else 
equal, every dollar of foregone tax revenue 
reduces public savings by one dollar. 
Consequaitiy, for national savings to 
increase, private savings must inaease by 
more than one dollar in response to each 
dollar in lost revenue. To raise private 
savings, the iixenfives must not simply 
cause indi\riduais to shift assets into the 
tax-preferred pensions but instead must 
generate additional contributions. 

Since those with modest or low incomes 
are less likely to have other assets to shift 
into tax-preferred retirement savings 
accounts, focusing tax preferences on 
middle- and lower-income workers 
increases the likelihood that lost tax 
revenue will reflect additional contributions 
rather than shifts in assets.^ The 
^piricai evidence suggests that lax- 
preferred retirement savngs undertaken 
by middle- and lower- income wori<ers is 
much more likely to represent new savings 
Ih^ tax- preferred retirem^t sawigs 
undertaken by higher-income workers.^ 


Although it is too soon to obtain a 
definitive reading of the impact of the 
Saver's Credit, preliminary estimates and 
evidence can be useful in identifying somf 
basic themes. 


The nonrefundabitity of the credit 
substantially reduces the number of people 
eligible for it. Further, the low match rates 
for middle-income households substantially 
reduce the number of people eligible to 
receive a significant incentive. 
Nonrefundability results in a credit that 
provides no incentive to tens of millions of 
lower-income filers who qualify on paper 
for the 50 percent credit rate, but who 
have no federal income tax liability against 
which to apply the credit. 

Table 4 shows that 69 million tax filers in 
2005 will have incomes low enough to 
qualify for the 50 percent credit,®'' Since 
the credit is nonrefundable, however, only 
about one-seventh of them actually would 
benefit from the credit af all by contributing 
to an IRA or 401(k)-type plan,®'^ 
Furthermore, only 43,000 — or fewer than 
one out of every 1 ,000 — filers who qualify 
based on income could receive the 
maximum credit ($1 ,000 per person) if they 
made the maximum contribution. These 
are the households who have sufficient tax 
liability to benefit In full from the Saver’s 
Credit but sufficiently low income to qualify 
for the highest match rate. 

For families with somewhat higher 
incomes, the nonrefundability of the credit 
poses much less of a problem, since 
more of these families have positive 
income tax liabilities. For these families, 
however, the credit provides only a 
modest incentive to save, For example, a 
married couple earning $45,000 a year 
receives only a $200 lax credit for 
depositing $2,000 into a retirement 
account. This smalt credit reflects the 
modest matching rate at that level of 
income (see Tables 1 and 2), which 
provides less incentive to participate, 
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Table 4. Eligibility far 50 Percent Credit Rate, 2(K)5 


(A) Total letums 

(8} Retur'is eligiDle for 50 percent credit based on income^ 

(C) Retorns that would receive any benefit from 50 pe-cent tsooit^ 

As a share of those otigible based on income (=C/B) 

(Di Returns -hat would benetit ‘p full fw maximum flowed ctMitrttHdiorr 
As a sbare or those eligible based on income l^-D/B) 


Sir>^e 

59,235 

25.679 

5,195 

20.2% 

1 

0 . 0 % 


Returns by RNng Status (thousands)’ 

Married Head o( 

Fsing Jointly Household Other 

61,658 21,915 2,513 

20,105 12,916 511 

2,327 743 183 

11.6% 5.8% 35.8% 

3 39 0 

0-0% 0.3% 0.0% 


Toial 

145,321 

59,211 

8.448 

14.3% 

43 
0. t%, 


ir iti r-iir i\3iriv iiiQ L^baii BfCokirrgs Tax Pt^icy Center Microsm^alion Mod^. 

Both fiti.-iy and •lonruinq unrs are »v;it!ctea. Fiters wtx) can be clemecJ as depwKJenls Dy crtha’ fifers areexrajcJed. 

I.i’yibki rciuT-’S exciiJde tii:na ur^ts above ite relevant AO it»e^Kilci and those tSaimed as dependents on other tax reiiirns. 

(■'I ft i‘rt Olid r r /e m, t-r 'telr I'O.'n U e Sav»% Credt are ^i^ie arxl vvoiAj see some redu£aior> in taxes as a resut! Of file cred i if a conirihutior' 

'Lt( Tij e J 1 Hpp r c r“!i dctxxji t 

Bew'ns lha: woti ci tenetit n ful from (-ne oO percent Savers Credit fw themat^jm stowable contribution ase botri Cxjbte and woi-id see a leducl on in 
iBxe.s equal to the si?e oi ttie creoi: ii lire niaxuTrum coTtributixt svere made to an apfeoved reti-rement account. 


Table 5. Distributlonat Effect of Saver's Ciedit' 
Distribution of income Tax Change by Cash Income Class, 2005 


Cash Inowme Class 
(thousartds of 
2003 Dollars)^ 


Number 

(thousands) 


Percent of Po'cent v«fh 
Total Tax (Xit 


F^enl 
C^nge 
in Affer-Tax 
kicome* 


Percent 

of Total Average 

trtcome Tax 
Tax Change Change(S) 


Average Federal 
Tax RaiG^ 


No Credit Current Law 


Less than 1 0 
10-20 
20-30 
30-40 
40-50 
50-75 
75-100 
100-200 
200-S0O 
500- 1 ,000 
More than 1,000 
All 


26,357 
20,537 
15,633 
1 1 ,643 
20,112 
11,773 
14.039 
3.588 
593 
284 
145.321 


14.0 

18.1 
14,1 
10.8 


100.0 


0.0 

0.1 

0-1 

0.1 


0.0 


0.1 

19.9 
26-3 
19.2 
16,1 

16.9 


0.0 

0.0 

100,00 


-24 

-27 


10.9 

15.0 

17.0 

19.0 
20,4 
22,6 

25.6 

27.6 

31.1 

20.7 


10,8 

14.9 

17.0 

18.9 
20.4 
22,6 

25.6 

27.6 

31.1 

20.7 


Soiircs: Authors' caknilaltons using Urban-Brookngs fax Pofcy Oer«er McrosimiXation Model. 

(1) BasQiino is current law without the Saverit Otedrt. 

(2) Returns with negative cash income are excluded from ^ lowest income class but are included in the totals. 

(3) Inclines Doth filing and non-filing units. Tax units that ore d^odents ot other taxpayers are exckjcled from the analysis. 

(4) After-lax income is cash income tess: indiwOiiat incortie tax not of refundable credits: eexporate income tax; paytofi taxes (So6al Security and Medicare); and 
estate tax. 

(5) Average federal tax (individual income tax, not of refundable credits: corpcxale income tax; payroll taxes (Social Security artd Medicare); and estate tax) as a 
Rerceritagci of average cash income. 


iRS data indicate that in each of 2002 and 
2003, about 5 million tax filers claimed the 
Saver’s Credit,®^ This figure likely 
understates the true number of qualifying 
individual savers, however, because a 


significant portion of these returns are 
from married couples filing joinlty, where 
each of the spouses may have made a 
separate qualifying contribution.^ 

Table 5 shows the estimated 
distributional effect of the Saver's Credit. 
The data sugg^t that over 45 percent of 
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Table 6. Alternative Estimates of Revenue Effects of Saver’s Credit’ 


aHions erf eWars 


Fiscal Year 

Joint Tax 
Committee. 
fe\«Tue effect 
^ven 2006 
sunset 

AdmWstraficn 
fiscal 2005 budget, 
lax ejqj^xiiture 
(stimate' 

Revenue effect from eliminating sunset 

Urban-Brookings 
Congressional Tax Policy 

Budget Office Center 

2002 

1.0 




2003 

2.1 

0.9 



2004 

2-0 

1.0 



2005 

1.9 

1.1 



2006 

1.8 

1-2 



2007 

0.9 

0.7 

0,6 

0.6 

2008 

0.1 


1.9 

1.7 

2009 

0.1 


1.7 

1.6 

2010 

0.1 


1.6 

1.5 

2011 

0.1 


1,4 

1.6 

2012 



1.4 

1.8 

2013 



1,3 

1.7 

»}14 



1.1 

1.6 

2015 




1.5 


Sources; Joint Tax Convnittee; OSce oJ Management mxt Buctgei; Co'igressioriai Budget 0»ce, authors' 
caiculaiions useig IJt>an-&cokings Tax Cent® Microsimuiation Model 

(1) Note that tax expCTtWurc es&nates do ti#et in certain respetrfs tnom esftnated reventte effects. 


the benefits accrue to filers with cash 
income betw^n $10,000 and $30,000. 
Households with inoxne below $10,000 
receive almost none of the benefits, an 
outcome that reflects the nonrefundability 
of the credit. 

on Privattr S^tvfnofi 

A full assessment of the effects of the 
credit on private savings would require 
more information than is currently 
available, but some possibilities suggest 
themselves, A necessary, but not 
sufficient, condition for the credit to raise 
private savings is to see an increase in 
IRA and 401 {k)-type plan contributions 
among the eligible population.^s In one 
survey of 401 (k) plan sponsors in 2002, 
representatives of 71 percent of the plans 
indicated that they believed the Saver's 
Credit had already increased participation 
in thar plans, and 18 percent believed the 
Saver’s Credit had caused a "major 
increase" in participation.^ The tax 
preparer H&R Block has said that it 
claimed the credit in 2002 on behalf of 
more than a million clients, who saved an 


average $175 on their tax bills. An H&R 
Block representative has been quoted as 
saying that many of these clients were 
first-time contributors to a retirement 
savings plan 

Oi:>tii.ins for E.xpcViisioo 

Several significant changes should be 
considered that could be made to 
improve the Saver's Credit: making the 
credit permanent, making it refundable, 
expanding it to provide stronger incentives 
for middle-income households, changing 
the rate at which it phases out, and 
indexing it to inflation. Most of these 
options are already under active discussior 
among policymakers. 

In order to reduce the apparent revenue 
cost, Congress stipulated that the Saver's 
Credit would sunset at the end of 2006.^® 
It would cost between $1 billion and $2 
billion a year to make the Saver’s Credit 
permanent. As Table 6 shows, estimates 
generated by the Tax Policy Center model 
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are similar to those published by the 
.1 Budget Office. 


ve, tens of millions of lower- 
incorne worKurs are unable to benefit from 
the credit because it is nonrefundable. To 
extend the intended savings incentive to 
most lower-income working families would 
require making the Saver's Credit 
refundable.^-'^ 

Some public policymakers and others 
have long had reservations about making 
tax credits refundable. Their concern is 
often based on a sense that refundability 
converts a tax credit into a form of 
"welfare," which is viewed as undesirable, 
and that refundable credits tend to pose 
an unacceptable risk of fraud or other 
noncompliance. It is not clear, however, 
that the concerns typically raised about 
refundable credits are applicable to 
making the Saver's Credit refundable. 

To qualify for the Saver’s Credit, an 
individual must make a contribution to a 
lax-preferred account, which is verified by 
third-party reporting (by the IRA trustee or 
plan administrator), In addition, to limit 
potential abuses, policymakers could 
require tax filers to have at least $5,000 
in earnings per person to claim the 
refundable credit, 

Table 7 reports the revenue effects of 
making the Saver’s Credit refundable, as 
estimated using the Tax Policy Center 
microsimutation model. The second 
column of the table shows that refundability 
would add $2 billion to $3 billion a year to 
the cost. Since the current cost amounts 
to between $1 billion and $2 billion, adding 
refundability would raise tite cost to about 
$4 billion a year.'^° 

Making the credit refundable would help 
equalize the tax benefits of saving for 
higher- and lower-income households, 
leveling the playing field between income 
tax payers and workers who pay payroll 
tax but have no federal income tax liability. 
Refundability would significantly benefit 
lower-income earners, with almost 38 
percent of the tax benefit accruing to 


individuals ar>d families with $20.CXX) or 
less in cash irxxxne (table 8). 


Short of direct income tax refundability. 
other variations and a)ternati\^ are 
possit^.^' For example, a bill introduced 
by Sen. Jeff Bingaman (0-NM) in 2002 
would in effect make the Saver’s Credit 
refundable, but or% by matching 
quedifying conWbutions of individuais with 
no federal inc<xne tax liaKIfty v\4io 
purchase an inflation-indexed U.S. savings 
bond that they cannot redean anti! 
retirement age.'’^ Another possibility 
would involve providing a tax credit to 
(essentially through) finandal institutions 
for contributions that they make to ffneir 
clients’ saMngs accounts, as was 
proposed in the Treasury Department’s 
February 20(X) Ftetiranant Savings 
Accounts approach.^3 T?ne effect would be 
similar to that of a refund^le tax credit at 
the individual level. A final possibility 
would be to d^x)at the reffind directly 
into the savings account or 401(k)-type 
plan, an option that is under discussion 
but raises significant technical issues,’*'* 








The AGt phase-out limits 
are currently not indexed 
result, the credit 
grows less generous 
over time, as inflation 
pushes more 


for the crecHt rates 
to inflation. As a 




Table 7. Revenue Cost of Extending The 
Saver’s Credit and Making it Refundable 

Ukons of (loliatis 


the phase-out 
thresholds. Most 
features of the tax 

Year 

Extend existing 
credit beyond 
20)6 

Extend 
and make 
refundable 

code are indexed to 
inflation, so that 

2006 

0.0 

1,1 

inflation by itself does 

2007 

0.6 

3.8 

not increase tax 

2008 

1,7 

48 

burdens. ITie Saver’s 

2000 

1.6 

4.7 

Credit thresholds 

2010 

1,5 

4,5 

could be made to 

2011 

1.6 

4,3 

conform to this 

2012 

1.8 

4,1 

general tax treatment. 

2013 

1.7 

4,0 

As shown in /^pendix 

2014 

1.6 

3,8 

Table 1 . indexation 

2015 

1,5 

3.7 

would add about 

Total, 2006-15 

13,5 

38.8 

$9.2 billion over ten 

So(«ce- AutiKXS' cateuialions iisir« urtan-Brookings 

years to the cost of 

Tax Potcy Center Miorosimuiation Model. 



the refundabte credit. 
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Table 8. Distributional Effect of Making Saver's Credit Refundable' 
Distribution of btccnne Tax Change by Cash Income Class, 2005 


1 .;isn Income Oass 
ftr>ousands of 

2003 Dollars)^ 


Tax Urtitsr^ 


Perewit 
Change 
in After-Tax 
Income^ 

Ftefcent 
erf Total 

fricome 

Tax Ctwige 

Average 

Tax 

Change (Si 

Average Federal 

Tax Rate5 

Number 

(thousancis) 

P^en! of 
Total 

Percent with 
TaxCul 

Current Law 

Proposal 

Less than )0 

2D.301 

14.0 

3.8 

0.2 

8.4 

-14 

3.3 

3.1 

tO-20 

26,357 

18,1 

8.2 

0.2 

29.2 

-36 

5.4 

5.1 

20-30 

20.537 

14.1 

8.1 

0.2 

30.6 

-49 

10.8 

10.6 

30 -40 

15.633 

10.8 

6.6 

0.1 

16.3 

-34 

14.9 

14.8 

40-50 

11.543 

7.9 

4.6 

0.1 

7.1 

-20 

17.0 

16.9 

50-75 

20,112 

13.8 

1.5 

0.0 

4,2 

-7 

18.9 

18.9 

75- 1 00 

1 1.773 

8.1 

0.3 

0.0 

1.0 

-3 

20.4 

20.4 

100-200 

14,039 

9.7 

0.3 

0.0 

1.5 

-3 

22.6 

22,6 

200-500 

3.588 

2.5 

0.1 

0.0 

0.2 

-2 

25.6 

25.6 

500-1.000 

593 

0.4 

0.1 

0.0 

0.0 

-1 

27.6 

27.6 

Mf.TCthan 1,000 

284 

0.2 

0.1 

0.0 

0.0 

-2 

31.1 

31.1 

A!i 

145,32! 

100.0 

4.5 

0.0 

100.00 

-22 

20.7 

20.7 


SoiJfco: Ayihc's' csinuistioiss usfrg Urlwri Bto(^(jigs Tax Poifcy Center Micrcswulatior: Modei 
{!! uasftiiiifi is current iavv. 

(2; Beturns with rnigaiive casii ^corrKi are e«;iucJe<J Irom flie lowest rncome class but are included ^ aie totals 

(3) ifidudes ooth lilif'g a.-'d noii li-ngu-niis Tan uniisrriai are rfooaxjenis of other taxpayers are e)«Airted from the analysis. 

(4) Afier-tflx income rs cash irxxmie ress: rnaividi.iai mcome tax ret of returidabte wetWs. corporate hcome lax; payroll taxes (Social Security and Medicare); and 
rrstalo tax. 

(5) AvRracje lecicr-ji lax (inclrvicxiai ■ncorne tax. net of rettinctaWs credits; corporate income tax; payros taxes (Social Secunty and Medicare), and estate tax) as a 
percentage of averrige cash incot>«. 



Another set of possible expansions to the 
Saver's Credit would extend eligibility to 
additional middle-income households. 

The credit could be expanded in this way 
along three dimensions: changes to the 
credit rate, the income limit, and the 
manner in which the credit is phased out. 

First, the 20 percent and 10 percent credit 
rates available to eligible joint filers with 
AGI between $32,500 and $50,000 could 
be raised to 50 percent.^® This would 
make the 50 percent credit available to 
tens of millions of additional households 
who, for the most part, confront zero, 10 
percent, or 1 5 percent marginal income 
tax rates and therefore have relatively little 
to gain from the tradition^ income tax 
incentive structure. Estimates using the 
Tax Policy Center model show that 96 
percent of the househdds who would 
benefit from the expanded K) percent 
credit are in the 15 percent marginal tax 
bracket. These households typically have 


fewer additional assets to help meet basic 
needs in retirement and are among those 
who most need help to save for 
retirement. According to the model, 
median financial assets among those 
households who would benefit from the 
expanded 50 percent credit rate are 
currenfly about $30,000, 

Second, the 50 percent credit rate could 
be expanded to working households with 
AGI up to $60,000 or $70,000 (for joint 
filers).'*'^ Some of these households — 
about 5 percent under the option that 
increases eligibility for the 50 percent 
credit to $70,000 for joint filers — are in 
the 25 percent marginal tax bracket and 
therefore already receive a somewhat 
larger incentive to save under the 
traditional system of tax subsidies. The 
vast majority, however, are in the 1 5 
percent bracket, and many of these 
households have somewhat more 
disposable or discretionary income 
remaining after meeting essential short- 
term needs than do lower-income families 
in the same tax bracket. These 


r 
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households may thus be more likely 
than lower-income households to 
respond to the incentive, and more 
likely than higher-income households to 
respond by increasing their net savings 
rather than merely shifting assets. (If the 
50 percent credit rate were expanded to 
joint filers with incomes of up to $70,000, 
the Tax Policy Center model suggests 
that the newly eligible households would 
have med'an fim ' ■' assets of $42,000 
and meai . ir ;sets of $83,000.) 

Finally, whatever the level of AGl at which 
eligibility for the 50 percent credit rate 
stops, the credit rate could be made tn 
phase down ratably from 50 percer 
zero over a specified range of AG!, su. 
as $10,000, Such a smooth phase-down 
would remove the “cliffs” in the current 
credit structure, which involves steep 
declines in the credit rate as income rises, 
resulting in very high effective marginal 
tax rates for many savers who use the 
credit For example, consider a married 
couple earning $30,000 in AGl and 
contributing $2,000 to an 
IRA. At present, if the 


to joint with AG! of $50,{XX3 adds 
^xiut $5 billion a year to the cost of the 
credit. Each $10,(XX) increrT^t above 
$50,000 then adds another $3 bitiicn to 
$5 bilfion a year in revalue cost. 

Appendix Tables 2 thrcxjgh 7 provide 
nnore details about the effects of 
combining these expansions wtth making 
the credit refundable. For example, 
extending the Sava's Credit past its 2006 
sunset, making it refundable, indexing its 
AGl threshcWs to kiflation, and expanding 
the 50 percent credit rate to joint fBers 
with $50,000 of AGl is estimated to cost 
about $1 18.5 billion in tax revalue ova 
ten years (final column of Appendix Table 
2). Table 10 (r^rinled as Appendix Table 
t) shows the distritxjtional effects of 
these comlixned ctianges. Tax filers with 
cash income unda $40,000 would 
receive about half the tax benefits: ffie 
rest would mostiy accrue to tax filers with 
cash income between $40,000 and 
$75,000. 


couple’s AGl increases to 
$30,001 , the tax credit for 
that contribution declines 
from Si ,000 to $400 - a 
S600 increase in tax 
liability triggered by a $l 
increase in income. 

We examine three 
potential expansions of 
the 50 percent credit; to 
joint filers with AGl of 
$50,000, $60,000, and 
$70,000. Each involves a 
ratable phase-down of 
the credit from 50 percent 
to zero over a $10,000 
AGl range. The income 
cutoffs for single filers and 
iieads of households 
would remain in the same 
proportion to the joint filer 
thresholds as under the 


Table 9. Revenue Cost of Extending Saver’s Credit 
and Expanding Eligibility for Top Credit Rate 

SiHtons of dollars 


Year 

Exteixj existing 
credit beyoffd 
2006 

Extend and expand efigitoHity tor 
50 percent credit rate to 
joint filers with AGl up to 

$50,000 $60,000 $70,000 

2006 

0.0 

1.9 

3.5 

6,3 

2007 

0.6 

6.0 

10.4 

15,4 

2008 

1.7 

6.7 

11-0 

15.8 

2(}09 

1.6 

6.3 

10,4 

15.1 

2010 

1.5 

6.0 

9.9 

14.4 

20)1 

1.6 

6,2 

9.9 

14.3 

2012 

1.8 

6.9 

10.4 

14.7 

2013 

1,7 

6.6 

9.9 

13.9 

2014 

1.6 

6.2 

9.4 

13.1 

2015 

1.5 

5.9 

8.9 

12.4 

Total, 2006-15 

13.5 

58.7 

93.9 

134.5 


Source: Aoinors' caiaiaucyis using UfOao-^ooWngs Tax Center 
Microsimulation Modes, 


current Saver's Credit. As 
Table 9 shows, extending 
the 50 percent credit rate 


ine income Qit -offs lot single fitersaod heads of nousehoWswouW 
remamin iiie same prcpodon to the joint fiterthreSiolds as under the 
current Saver’s CiecSl. 
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Souro): Auit'C's csic'jiations Uroan IHiCKSgryjs >'ax Pobcy Cenisr twscfosimulation Modei. 

lii iiasciitK; ^5C^J"ont :aw Me‘0!rr «v;luctes rra^ng the crecfl refundaWo, incfeasing Ihe AGI Smii for Tarried coupes Wng jointly to SiSO.OOO, and ohasirg out the 
rivftr $10,CKX'. 

(?) Returns wttn rsgativc casi" incat'-e are excluded from the lowest income class but a-e inciudeo in the totals. 

(3) Includes tmlti tiNng and rion-tjiii'g ursts. Tax unrts that are dep»Ktents of other taxpayws are excluded trom the ytalysw;. 

(4) Aflcr-(ax income IS cash flcome -ess: inor^ai incoroe tax net of rcftxxJabie credits: corporate income tax: payroll taxes (Socal E^urrty and Medicare); and 
estate K-tx. 

(5| Average foclorai tax (ind vidua: income tax, n« of refundabte oedits: corporate income fax; payres taxes fSoc-al Security and MsdiCtire): and estate ftw) as a 
percentage ot average cash hitooie. 


Conciusion 

The Saver's Credit offers the potenti^ 
to heip correct the nation's “upside- 
down" tax incentives for retirement 
savings. The curr^t tax system 
provides the weakest incentives for 
participation in tax-preferred saving plans 
to those 'Who most need to save for 
retirement and who are more likely to use 
tax-preferred vehicies to increase net 
savings than to serve as a shelter 
from tax. 


The experience thus far with the Saver's 
Credit has been encouraging, Several 
options are available, however, to 
improve the design of the credit: making 
it refundable, making it permanent, 
expanding it to provide more powerful 
incentives for middle-income households, 
and indexing its thresholds to inflation, 
These changes would further help 
middle- and lower-income families save 
for retirement, reduce economic 
insecurity and poverty rates among the 
elderly, and raise national savings, 


10. Distiibutional Effect from Extending Credit, Indexing It, Making It Refundable, 
and Expanding 50 Percertt Credit to $50,000 for Joint Filers' 

Distribution ot Inosne Tax Change by Ca^ Income Class, 2005 


sh income Class 
(thousands of 
2003 Dollars)-' 


Percwit Recent Average Federal 

Chfflige of Total Average Tax Rate= 

in After-Tax focome Tax 

Income^ Tax Change Change ($) Current Law Proposal 


About The Retirement Security Project 

The Retirement Security Project is dedicated to promoting common sense 
solutions to improve the retirement income prospects of millions of American 
workers. The goal of The Retirement Security Project is to work on a 
nonpartisan basis to make it easier and increase incentives for middle- and 
lower-income Americans to save for a financially secure retirement. 

The Retirement Security Project is supported by The Pew Charitable Trusts in 
partnership with Georgetown University's Public Policy Institute and the 
Brookings Institution. 
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Appendix Table 1. Revenue Cost of Comprehensive Saver’s Credit Reforms 

BiJiODS of Oculars 


Year 

Extend and 
make refundabie 

Exlaid. index, make refundable, arxt 
extend 50 pwcsni crecSt rate up to 
incficated AGI {for joint fiters) 

Extend, and 

make refundable S50.000 $60,000 $70,000 

2iX)6 

1,1 

1.2 

3-9 

5.7 

7.5 

2007 

3.8 

4.0 

11.8 

16.8 

22.1 

2008 

4.8 

5.2 

13.0 

18.0 

23.2 

2009 

4.7 

5.3 

13.0 

18.0 

23.2 

2010 

4.5 

5.4 

13.0 

18.0 

23.1 

2011 

4,3 

5-3 

12.8 

17.8 

22.9 

2012 

4.1 

5.3 

12.7 

17.6 

22.7 

2013 

4,0 

5.4 

12.7 

17,4 

22.5 

2014 

3.8 

5.4 

12.7 

17.3 

22.3 

2015 

3.7 

5.5 

12.8 

17.2 

22.2 

Total, : 

2006-15 38.8 

48.0 

118.5 

163.9 

211.8 

Source: Authors' calculations using Urban-Brookir^gs Tax Poficy Cate hftcroamuialion Model. 

The income cut - offs for single liters and fsads of hoiissJxWs wo(*J renw in the same proportion to the lont tiler 
threshcJds as under the current Seva's Credit 


Appendix Table 2 . Revenue Effect from Extending Credit, Indexing It, Making 
it Refundable, and Expanding 50 Percent Credit to $50,000 for Joint Filers 

ot dollars 


Extend, index, 

Make Refundable 

Exlaid, index. Make Ftefundabte 
and increase 50 Percent 

Credit Rate for Joint Filers 
toSSO.CWO 

2006 

1,2 

3.9 

2007 

4.0 

11.8 

2008 

5.2 

13.0 

2009 

5.3 

13.0 

2010 

5.4 

13.0 

2011 

5,3 

12.8 

2012 

6.3 

12.7 

2013 

5.4 

12.7 

2014 

5,4 

12.7 

2015 

5.5 

12.8 

Total, 2006-2015 

48.0 

118.5 


Source: Authors' calculatiorts using Urban-SrooWngs Tax Prttcy Center Mcrosinsjlalion Model, 
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Appendix Table 3. Distributional Effect from Extending Credit, Indexing It, Making It Refundable, 
and Expanding 50 Percent Credit to $50,000 for Joint Filers’ 

Distribution oi Income Tax Change by Cash income Class, 2005 


Cash Income Class 
(tfiousands of 
?(X)3 Doilars)2 


Tax Uni1s3 


f^rceit 
Change 
m After-Tax 
Irrcome* 

PerewTt 
of Total 
Income 
Tax Change 

Average 

Tax 

Cftange (S) 

Average Federal 

Tax Rate^ 

Number 

(thckjsands) 

F^centof 

Total 

Perewrt with 
Tax Cut 

Current Law 

Proposal 

less titan 10 

20,301 

14-0 

3.8 

0.2 

2.5 

-14 

3.3 

3.1 

10-20 

26,357 

18-1 

9.8 

0.3 

10.6 

-45 

5.4 

5.1 

20-30 

20.537 

14.1 

16.6 

0-5 

21 6 

-117 

10.8 

10.4 

30-40 

15.633 

10.8 

16.8 

0.4 

16.8 

•119 

14.9 

14.6 

40 50 

11.543 

7.9 

17.7 

0.4 

16-9 

-163 

17.0 

166 

50-/5 

20,112 

13.8 

17.8 

0.3 

29.1 

-161 

18.9 

18.7 

7.5-100 

1 1 .773 

8.1 

1.2 

0.0 

1-2 

-1 1 

20.4 

20.4 

100-200 

14,039 

9.7 

0.6 

0.0 

0.8 

■ 7 

22.6 

22,6 

200-500 

3.f^ 

2.5 

0.4 

0.0 

0.1 

-3 

25.6 

25.6 

500-1.000 

593 

0.4 

0.2 

0.0 

0.0 

-2 

27.6 

27.6 

More than 1 ,000 

284 

0.2 

0.1 

0.0 

0.0 

-2 

31.1 

31.1 

All 

145.321 

100.0 

10.5 

0.2 

100.00 

-76 

20.7 

20.6 


Source. Authors' caCuiat'ioos of UrDt^-Brookirtgs Tax Pt^cy Cent® Mcrosffniitation Model. 

(1) Baseline 1$ current law. Reform neWes mahingiDecredfl reSondable. ix3&a^ng the AGl iHnit for marrxx) couples fiHiag jtxniiy to $50,000, and phasing out the limit 

o-ver $10,000. 

(2) Returns witn negative cash income ate excluded from the ktwes! inewne class but are aidoded in the totals. 

(3! Includes both filing and rxin iits^ uirits. Tax lanits that are d^tendents d other tajqjayers are excluded fnxn the analysis. 

(4! After tax incor’ie. is cash income less: mdividuai Bxxxne tax net of reftndabte credits: corporate income tax; payros taxes {Social Security and Medicare): and 
estate tax. 

(5) Average fctferal tax (individual tncoine tax. net of refundtWe crpcSts: corporate income tax: payroW taxes (Social Secuniy and Medicare): aneJ estate tax) as a 
percentage of avert^B cash jnewno 



Appendix Table 4. Revenue Effect from Extending Credit, indetung It, Making It 
Refundable, and Expanding 50 Percent Credit to $60,000 for Joint Filers 

BUlions of dollars 



Extend, Index, 

Make Refundable 

Extend, Index, Make Refundable 
and Increase 50 Percent 

Credit Rat© for Joint Filers 
to $60,000 

2006 

1.2 

5.7 

2007 

4.0 

16.8 

2008 

5,2 

18.0 

2009 

5,3 

1 8,0 

2010 

5.4 

18.0 

2011 

5.3 

17,8 

2012 

5.3 

17,6 

2013 

5,4 

17,4 

2014 

5-4 

17,3 

2015 

5.5 

17.2 

Tot£^. 2006-2015 

48,0 

163.9 


Source. Authors’ calculations using Urban-Brooirings Tax Pokey Center Mcrosimuiation Mode). 
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Appendix Table 5. Distributional Effect from ExteruMng Credit, Indexing it, Making It Refundable, 
and Expanding 50 Percent Credit to $60,000 for Joint Filers ' 

Distribution of income Tax (^tange by Ca^ lnc(»ne Class, 2005 


Cash Income Class 
(thousands of 

2003 Dollars)^ 

Numbei- 

(thousands) 

Tax Units3 

F^centrt 

Total 

Recent with 
Tax Cut 

Percent 
Oiange 
in After-Tax 
ffxtome’' 

Percent 
of Tot^ 
inccxne 
Tax Qiange 

Average 

Tax 

Change (S) 

Average Federal 
rax RaleS 

Current Law Proposal 

Less ttian 1 0 

20,301 

14.0 

3.8 

0.2 

1.7 

-14 

3,3 

3.1 

10-20 

26.357 

18.1 

9.8 

0.3 

7.3 

-45 

5.4 

5.1 

20-30 

20,537 

14.1 

16.6 

0.5 

15.2 

-120 

10.8 

10.3 

30-40 

15.633 

10.8 

22.9 

0.6 

17.5 

-181 

14.9 

14.4 

40-50 

11,543 

7.9 

18.5 

0.5 

12.9 

-182 

17.0 

16.6 

50-75 

20,112 

13.8 

27.9 

0.6 

40.9 

-329 

18.9 

18.4 

75-100 

11,773 

8.1 

7.1 

0.1 

3.4 

-46 

20.4 

20.4 

100-200 

14,039 

9.7 

0.9 

0.0 

0.8 

-9 

22.6 

22.6 

200-500 

3,588 

2.5 

0.6 

0.0 

0.1 

-6 

25.6 

25.6 

500-1 ,0CX) 

593 

0.4 

0.2 

0.0 

0.0 

-2 

27.6 

27.6 

More than 1 ,000 

284 

0.2 

0.2 

0.0 

0.0 

-2 

31.1 

31.1 

All 

145,321 

500.0 

13.2 

0.2 

100.00 

-111 

20.7 

20.5 


Source. Authors' calculations ol Urban Brookings Tax PcAcy Caito Wcrowmiation Mocfel. 

(1) Baseline is current law. Reform includes making tfie cretSt rctuixlaWe. itxtieasing the AGi Nrret fw married couples filing jointly to S60.000, and phasing out the limit 
over $10,000. 

(2) Returns with negative cash income are exciiKJed frcan Iho IcwKst income dass biX are included in the totals. 

13) Includes both filing and non-Wing units. Tax units that are d^ieodents of «her taxpayers ae exckxjed from the analysis, 

(4) After-tea incortrc is cash incoirie less: individuril incorwi lax net rM retundabte credits; corporate income lax: payroll laxes {Social Sfxtunty and Mecficarel; and 


estate tax 

(5) Avtsage federal tax (mcfividtjal moCTne tax, not of refundatto caedts; corporate incc»ne tax; payml taxes (Social Security 
percentage of average cash irxtome. 


/^pendix Table 6. Revenue Effect from Extending Credit, Indexing It, Making It 
Refundable, and Expanding 50 Percent Credit to $70,000 for Joint Filers 

E3ii!iC4>s of doHars 



Extend, Index. 

Make Refuno^te 

Extwid, Index. Make Refundable 
and Increase 50 Percent 

Credit Rate for Jemt Filers 
to S70.000 

2006 

1,2 

7.5 

2007 

4,0 

22.1 

2008 

5.2 

23.2 

2009 

5.3 

23.2 

2010 

5.4 

23.1 

2011 

5.3 

22.9 

2012 

5.3 

22.7 

2013 

5.4 

22.5 

2014 

5,4 

22.3 

2015 

5.5 

22.2 

Total, 2006-2016 

48.0 

211.8 


Sajrc.e; Authors’ calculations using Urtjan-IBrookings Tax Po(«cv Cemer MicrostmiJaiion Model 
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Appendix Table 7. Distributional Effect from Extending Credit, indexing It, Making it Refundable, 
and Expanding 50 Percent Credit to $70,(K)0 for Joint Filers’ 

Distributicm of income Tax Change by Cash income Class, 2005 


Casfi Income Class 
(thousands of 

2003 Dol!ar5)2 

Number 

(thousands) 

Tax lfritts3 

Percent of 
Totd 

Pweent with 
Tax Cut 

Percent 
Change 
in Aftff-Tax 
Income^* 

Percent 
of Total 
Income 

Tax Change 

Average 

Tax 

Change ($) 

Average Federal 

Tax Ratc^ 

Current L.aw Proposal 

Less than 10 

20.301 

14.0 

3.8 

0.2 

1.3 

-14 

3.3 

3.1 

10-20 

26.357 

18.1 

9.8 

0.3 

6.5 

-45 

5.4 

6.1 

20-30 

20,537 

14.1 

16.6 

0.5 

11.5 

-120 

10.8 

10.3 

30-40 

15,633 

10.8 

24.0 

0.7 

15.7 

-216 

14.9 

14.3 

40-50 

1 1 .543 

7.9 

24.7 

0.6 

11.4 

-212 

17.0 

16.5 

50-75 

20.112 

13.8 

29.2 

0.8 

37.0 

-395 

18.9 

18.3 

75 KX) 

11.773 

8.1 

26.5 

0.4 

16.1 

-293 

20.4 

20.1 

100-200 

14.039 

9.7 

1.6 

0.0 

1.1 

-17 

22.6 

22,6 

2(30-500 

3.588 

2.5 

Q-7 

0.0 

0.1 

-8 

25.6 

25.6 

500 1 ,000 

593 

0.4 

0.3 

0.0 

0.0 

-4 

27.6 

27,6 

More than 1 ,000 

284 

0.-2 

0.2 

0.0 

0.0 

■3 

31.1 

31.1 

All 

145.321 

100.0 

15-6 

0.3 

100.(X) 

-148 

20,7 

20.5 


Source?: Anthers' caiciiiations iSL'ig Unjan-Brooiarigs lax Pofcy Center MrcrosimulatiQn Model 

(1 1 BasBiitie is Current law Rtitottr rciixies iTisfcing the cretW teSindabte. increasing tfie AGl lima for maneo cot45ies filing jointJv to S7O,CX)0. and phasing out tbo iimit 
0^-cr SlC.OOO. 

(21 Returns witti ntjgaiivR cash itxtorne <ire excluded Ircsn the lovwist income class txi! are wsAiOed in the totals. 

(3) Includes both filing arx! non tiling units. Tax iio^s »iat ate depffideits of other taxpayers are exautJed from the analysis. 

(11 After tax income is castfi income less- indivitJuai inoiihe tax net of refund^jle credits: corporate ncomc ta«; payroll taxes (Social Security and Medcarel: and 
ostaic tax 

(5) Average lederai (ax (inttividuo! income lax. net of refunoohte credls: corporate inccxne fax; payre* taxes (Social Security and Medicare): and estate tax) as a 
iierceniago of average ca'^ urcomo. 



Fr 


■'•inotss 


' For a broader iJxtsRSioncf these isst*s, s« Wfert G and t=^er 
R Gesaag "ftwais Paws' tesaesendOf»crs.'in.^er*fe It the 
NnW). edied by Herry j. Aatyi. JsTiss M. Irdsay, and Pietro S. ffccfa 
i8'on'«>gSi 20031; Peter R. Gszag. 'i^ogwssivilv ax) Savii^' hang Ihe 
Nalon's Ibstdc-GcrMt Incertvss te Savng,' irstinKfiy tsefere ihe ffouse 
Oxortveee on fcdutalior sd 8» W i yk bre e , iretruay 25, ZCXM. ana J. 
^^ark (wry TeanKny tefexe fte Hetse Oymittee on fekeetitf I and 
Wwkioice. Stbeormseeof! Br¥ilo>'er-t;rix*)v'Ge RelaKos, Jure «, 2003. 
These sno reWed pubiCcEiens m a.-3tafse on The FtetnMtem Secuity 
P>c#.ict wKeiie tmm reivenen-seajttypiciect.crgl. 

- TecixtRSly- Ihe iitelme subsiSj- from such wwwxs cons froro (wo 
saxcBs- the itttD'ence fi anfl hefr^ren Ih; lax rate at S>e time o! ccrtribu- 
ton and that at tiie Rue til wlihii'awsi. and the lax ftee acctmtaioi ct 
hmcis. See Leonard fc'. Btroian, V®«n» 6. Gse. arw Daw) Vitener, 'The 
Taration of RetiremefE Sawngt (^Kio^'jefAeeri FrorJ-L oatledarxl EJadr- 
Loadfx) (^ptiorts." AbfoTBi Tax ^feinna! 54. no. 3 (Septattcf 2001), and 
firic Ml Ettgsn, Jofm K« Sd>cft. and waiarn G G«, 13o Saving 
trcenfivesiftWr?" Bro(^<ia^Papemir'£cof<xrisAcSM!y.tKi. 1 ('994), 
pc B5-15!. In pfflctce. however, these semsa-e 'alien correlated wiSiihe 
la* rale a! lha time c4 the ccynrbulcn, and caswi evdenw siggests that 
the up' front detfecltity of host of these ctens (sudi 3$ 40 1 fts and iradi • 
lentil RAs, wfiitJ! provide Sie la* adv3t*.sge a: ?e ime of contro.ioi 
raRwT than disirtxiiix^ is an tiyoriant c^etrrma.'X al whether tx<Kle 
wikeronhttjrcfs. 

■i Sec, Ky. exartx*, at I/. Ftgeh, vmar\ Q. Gab. and Col E. Uccelo, 
■The Aoeqiacy of hkxsdxij Saapg,' StoLx!^ Topers an foorKffsc 
AcMy. no. 2tt99(% PC. fS !65- 

bil 

t- fVyeriet^ sevirg fef fiese wortare is pra?s»d - or desgpcd te bo on^ 
.■noted — ihdrK% by PonBsaWna'uOn and certat c4h« prcMsons o* ihe 
“^e-nai Reveroie (2ode d i;f!Ci and 8» En^Soyce Redranem mccnie 
SecivKy Act of 5974 (EF^i. Those provteens, wbeh a® suiect to eden 


sivee«cections, as intended (o linpose some consiraini on Hie dtg^'e lo 
which tax-favoreci tjenefts accrue to a limited number of o\yie<s and execu- 
iiwes rather Sian the large maic*ltv of woitetB, The IRC and ERISA also pro- 
tect arid iegi.taie the accumulation a’d preservaiion of 'elitemciit benofils, 
ForaodWnaf discuss:o,n of hese isRies Dy the TVeasury Department, see 
LtoiaM C. IjJbctt, Assistant Secretary (Ta* Polcy), U,S. Department of the 
'Ifeasury, Testinxiny before Ihe House Committee on Ways and Means. 
SutKonviiitteBCoOv€r8igf>(.Marcn23, 1999. 

v Wchaei Wynd, "Savugs Etfort to Commue Based on RSA P!u,s Savers 
Oedrt, Mot LSA. Pcnmi Says," BNA, March t6, 2004. 

■' SecKh 25eof the IRC 0 1986 was added isy section 618 of EGTRRA. 
Pub’icLaw 107-16, 118 Slat 38 Se 6 ,sl 80 tHSAnnouncornt;rit 2001 - 106 , 
2001-44 1.RB. (Odobar 29, 20011, and IRS News Release IR 3001-107, 
2001-44 i.RB. (November 7, 2CX)i). Tte oodli was olCciaUy litleO "Ser.iive 
Ueleirafsaixl fflAConlnbiiiioris fiy Corttiin indivicltea." Although now gen- 
eraJy referral ta as the "SaverS Credit," that tetm actually appears nowhere 
in pie law. 'Savers Crsdil" was first used in IRS/Ireasury adminislralive 
guidance at the suggestipri of one of the auihors in mid- 2001 will a view 
totactitateg the ‘p:^ m»i«jtifg' p( the prowsibo, See iRS 
Annourcanent 2MM06, 2001 M i R,B, (Gclober 29, 2001); IRS N'ews 
HeHease iR 2001-107. OTi '44 i.fl.B. (Noveinber 7, 2001). 

ri Tt»oiiiye*c«ii«."sae relatively iifrtor: the credii may not be used by 
ravdyais v4© have not reached age iSPyiheendoHhe laxab'eyBar, ae 
y-hme sMdents. o' oe claimed ns deoehdents oi' another return, IRC 
section t5l(cX4)and RS Announcemen: 200M06oiabort!teohthedetini- 
Son erf 'sitdenT fix this pin oose. 

The Savers CraSt can be used to otfecl regular fricorre ta* liabUBy as woii 
as (Siemative.mnimiiru ta* iiattlily (IRC seclOti 25B(gl(il), aHhough the iai- 
ter goneraiy is na a concern 'or Ihe eScjdle incoma group. 

- CKice o' MantQeriei': and Budget, Fiscal Mr ?005 Analytical 
Rersneci'ii«s. taye 18 2. 
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1^1 t 'i'* for arf>“ 
s I » 1 V T, r TPy tip iCF'B^ i‘‘i\ 


t 1 jj! ilpe'i»-li\tti piayr"f ac*j 


I ( T r cel pd't *• Pci oiihy ■« TQir 

t t 1 fc' 1 -fnspno'rf^ r [iilCICWXOt 
h t tf' i>- "oe 

[ ‘Cp iq I 1 t q r rq , 1 p-PCP' 'TB 

3i U r 1 l J-3r si f Jl lh= I ro« 1 ^ * rtf p.no'tflA 
rl til in t 1 I'll CO TivIRoUSrSthJ 

r " Ei.t,t t tfcl ti -ir I iingct'''M' 

t- fit- -Ji s n D-p - 1 «.2 tvorji) > foina otgtte 

t -.iiihi ’JT f-ano oif j I'poy om -T^jiCiecs 

0 trq IT r Ma i< tcr^ a S-fO nafO fspwr^ 

31 i I he, c 'rli ?« Ai\ 2 r 2 ro ax doSSOliRA 

lasiMv -.“.soo^fo Casor' cr lirn, ions j 
i-KVi 't-ii 'Ml a aamr'c tloodyt > j>o 
spb Lw 1 S, r aa Ej (^a-o 3 PctPi P Or 7aQ 
Ipa 1 i U r r o- doa rr rvH w Ta>!^'3!‘« 
a ti COIt H V 0 rf r (tip 0 r f no, nn. lip S 2 o- .-KM 
1 0 led atr ro cl h n pf- •ppronj/.iv^ ikc-c" 

pinhene tr[|,pp^ ho reproior loccr 

Ao a asK) r ri.to a Si or p jt* d; 3C C o rti a f 'amg- Trcn 
P pt-nd OK r,r (ho al 0 o /br* ht nit -t u b'*.'* 1 
8C. but aso OT me lax raie ifat appfies to witoorawiis. me enah o? 
ibe tunas ate nad ?i ttis acco/tt. itie lax faie mat ivaW baao apdiKj to 
laxatse fwxB wrjie me rw-as ate h®n m ■■cs tax- arete, reo acccxri. am ire 
rate ol irtsest. CorttfcS'rg 'or Ihe -aner 'actors, laxf-aysts ivhe can oeaxt 
I'w contribution at a higher rate wB genersto -aroer tax savings 

The true mage^ ude of tr.ese efeeSve mate'^rg -a'es ney not ce ov ctem 
to tnanv laxpayefs. twwevs’, txacause i-hs Saver's CrecM is [lesertsci as 
apptiwg a! a 50 perceil, 20 cercent, or i C percent rate. trsJeeo', ite 
prsvaiena of enpioyer 40t IW-type plan rnatet^g contribiAons ney vvei: 
ihr^e scxtio homhpds wtm ate or have be«t e'lgWe for a AOtw-typseten 
Id weiv the credit tale as a matcrtrig rate, even ibxgh ir© rtrtpiic'i madv 
trig rate is higher than the aecfl rate and the oteraii combined suosdy « 
substaneally higher If thore « art empteter rnatdi. To Ihe ew^e that tax 
iwyets tna« such misiead'ig companeons, eveii the maxim-um Savin's 
Cffldil rate would appeal to be no higher than the common 50 porcen! 
empoyor match. In shod, the 'optics" of the Saver's Credit may wof 
reduce its incerttve effect. 

'■■t See J, Marl( Iwiy, "ExpanOirig the Saver's Credit.’' Testifiyiy betoie the 
House COnvnittee on education ana the Workforce, Subcommiiiee on 
Employer, fcmployoe Peiations, July 1 , 2003. in patiicuiar, she Sarer^ 

Creefit eposes fo both before-tax and after-lax ccxitribtiiicins by efgtfe inrt- 
vidiisys. in adOiifon, altliough Ihis is not widely recogfWiKl. the credit can 
bo plaimecl tor voluntaiy emcioyee contributions to an emc*oyef-sponsored 
defined benefit pan, althougti tywcaily H apptios loemptoyee contributions 
to a defined contribution pan sudi as ii itDifk). 


'eSeeffiSAflnoufieentefa2iX)l ifB.A-iO. l«ietB«40tik>-hpeptei 
mnfecmtiaicn standards tm wxk face el^ to coTirtoue to the 
fSan B dvidrf hiS% cai^as’saec aiipoye®. Of hCEs Sargely those 

saintng S^.OOO or m»s. as ndexed kir 2GQy 3K< ncn-Nc^' -cenpen^ 
edemptoveesff^tC^ Thetestsaxrsaretheaveiagepietaxar^fcii- 
tEnraesSasapecetegeexpa^-r^thetwograffis, &?s6ngt?ieHCE 
stxjptoarx^ec^averagelhatdcesncteK^ihecaeKpcrxk^ccl- 
tective a^rage for BiehfrtCtjoxc by ftx»e Brans (A 
p^afef te^ axies to empit^e^’ ^-tax ccnfrtxjyons arx] empfetyer 

matchirHconlrtwbotss} Oai*efWts-*Sx5faiteKx*iaitetetheplan 
trk^ doMi gie swage for ther grx^y iaod herce Bie Awabie aver^ 
tor the HCX giajpi becaiss tfBy are couTted as ^os n det^Tsnrq the 
MhCEbuk^. IbeSaoSCtKilwasd^^iedtored-jceBieraiTtsnof 
iara. 

m flS Anmuycen«« ax)l - 1 os. vmi the c4 r^ctwig as 

arpoyees as p(^^, ^levHnS CQtrvTXSStiiK^ elites RcssolB isued a 
news pffisc shortty befixe the Sauer's Crede icck ^!ecd at 1 . 

eoKwa^ etrstoyees to ts<e aduarSage a the oeat atxj erttfl in 
aOlfkt-lype (kar& end the iT!S tocSi the mcBi^ S^ p(cpa?n and pub- 
a Savavlar^u^ versop rt the model tsnptoyK ncAs to 
finpcrees. ^fi?Xl-tGf,44I.Ra.iN0’ye(rtw?,2X)1). 

-■’AijionBticsnoIntetSwasapwedinftSRe^iueRiAngcGOOS. Tnp 
IRS tes lei^nliy a^rred {ians are permitted to eters^ the anomefc 

cowixAtn rate ou8f tBiB f! atxsrrfetce v^h a specited scheAte Of in 
ccrxiecto's'ttisabryria'Ksesoflxns^ Seei^dxedMerctil?, 
20)4, kan the Wsmsi Revesje SerMce to 0. Mffk twry 

*' Wian G Gate. J. Ma'k hwy. Pas’ R. OrKag. The ABorralc 4Ctfk). 
A&mcaeV5%ytoSbcrt^hGnR«nyiwSSatn8S.' ftsic,yer^h€!.20O-l. 
inese arid lefetied puiicsBors ae avaa^ m The H^-emKT* 5«uri(y 
Pre^ webK8 iwww.iets'erheraKarryprc^ cr$ 

ergfflai'sdt^andDems^eB. "The .Power oiSuggesSomhehasi 
JGliki f^lKaaSon ax3 Sawigs Bais«x.' O^arto^' dborref of £ccwomcs 
1!6,no--tttiwaiiter 20011 13-49-87 

^ K5rabtoedC'cfsxs^otBissessjes,S9eWfemG Gate end Pets' R 
Of^ig.^'ae .Pensiois: issues era CWors.' Fotaomaaerdscpssicnof 
me c^tvesi^iheD'Kceper.simsystemafa'AhiymaetasnotoeK- 
done » address needs of midCte- era io»ter «Kon» reusendds. see J. 
Varfi .hsv; Tesbrnony befora Bte House Comr^ee on Edx^ and tne 
VVtvkterce. Sut>com(d9ee on Empteyer-Enwyee Sesiers. Ane 4. 700,3. 


^4 Percy:! of taxpayers ^giWs for conisnlicnaiiRAsn tOKmaneSv; 
maximum pitowsbe $2,060 ranhfopiion. Hcfocrt Canpa. "iRAs and Ihe Tax 
Reform Act ol 1»7..- Ofice l® Analy^. Oetartmert ol (be Treaairy. 
January2000 Rx?3Acontroulois at the Wi. see also Craig Copetand, 
"ifiA Assets and ChanaMssiKS of PA Owners.” EfiHr .AMas, Ctecembw 
2 (KC'. C?her«'jSiesnave<owxl 3 paucilyof 4 Oi 5 - 0 -lY(Kb*ancoiatiulcfii 

Gems Accounftig Offtc® (.nw lhe Gorarmeoi AccountatMty (W 
lound that an iictease fo ue stawexy cawMicn ifovt (cr 40i?(i-ty« 


'» The exclusion of iRA and 40t;'kj-iype pfan coniribiAions from AGl meas- 
ures also will make more house'elds ekgiblB for the credit andtar a highef 
credit reie, As e simpiifiKi example, consider e marneci coufile Nvig foiiiiiy 
who have betore-tax gross eamkigs ot 534,000, It one soouse contribuies 
S2,[X10 to 3 40i(k)-type plan and the oiher coritribuies $2,000 to a tradi- 
tipnai IRA, AGl will be reduced to $30,000, whic-h would focreate iher 
Savors Credit rate to SOpecent tom lOoercent (the rale that wnuM have 
applied with AG! ol $34,000), 

'■ The upfront fleducBbi'ilv of 40'!(kl-type plan aid IRA contr.tojlbns com- 
bined wth taxation ol withdrawals furtha' increases the net owsa^ icturn to 
the Bxieni thai the lax rate ai ihe time of withdrawal is iower than the tax 
rate at Ihe time the oorttributiors ware made. If Iheiwotaxra.'esiwlhe 
same, tiie resijits of the Saver's Crectil and orripioyer match ate tike those fo 
taWes t and 2. Otoer'ding on whalbet an employer mjitch exists Even it 
tne lax 'ares are tr® same, however, ihe value ol laxde'errswkhrespsci 
to the oarnuigs or the deductibfa oorlioh of t-to cortribuiion — in addSori 
to the Sever S Credil and any employer imalrh — may sfil erm*^ tax 
pavers lo contrbule lo ihe plans. 


Accourttrg Ohce. "Private Pen^; issues of Coverage and tnereasing 
ConfrtutKjn lmHIs tor Defined Contrioution Pta-s' CAO-OI-flae, 
Sept«nbe2»n. Data kern t)«Ccfigrsssio.Mi8j0ge( OSes s^ 
only 8 percent of a! 403 |ki- type oton purb4»h!a iiade the inanniurn con- 
thoutbri aBovred 1^ law in 1997. yAutner's caicuiaBcns based oh 
Congrsssional Bukjer CSfco, ^■t42a;^3n of Tax foceniiws tor Hetto'neil 
Savfog." Aug^ 2(»3. »» 2 ! See ^ JouBaian axt Oared 
Ricfwdson, Who Itfes AOvar;^ oi Tax-Otfened Sav"^ Ptoyams? 
Evirtettce ton k&deraf tixome Tax Oaii' Oftce of Tax Anj^yss, US. 
iTecartment of theTre^y^ 2001. 

« ForadBcu^onof^srifrtoPdeifiedhenehlsooekriedcooffiWior! 
otens.sceJ Varkfwy.TKaixsvybttoettK House Comtn.'ttec on 
Etkicaien ard the Wlxktorce. Swxawnetes cn Emptoyw-ritixiyee 
Refaftys, ,vye 4. 20(0 

• • .teanne M. Hogarth and CMs E. Ar^uetov. 'Cari the Poor Saver 
Proceenktgs Ass(»afwi fey finartcaf CcxinseSng and P&rysig 
RXCSCT) 2001). 
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» Mct^a^ Sieradsa 'Asse/ 8i*6'§ As&w ano ftogrsTO nr Jfte FBor ■ 
r> Ass«s fcf (fte Pcv: Tfe S&sBs crf Swrac&B .4sstf OnesRp. su- 
ed by TTiaras and &bAad VVcW (N.Y. Russd Sage Fbundafion, 

KiGt). ^,harr^»ais^r3^it)%n3deT)cns;rafianprog»7i!?s; 

^itinc ixsrtMK lor kwer-mame Ernies to giKtase housng. 

See Mfe ard o&)ef5, ot ^ Miencan [>e3ni 
OsTKXi^f^ion: !^B!ali^iffiRKXxfi’Ca?t(kjge,M^:Ab( 
Assod^, Augus!2(X)4j. 

» EctxwnisScwft*ietocH)afelhetnKac!wcrvBtesaw^kt»n 
siisii!^ pensicn hcsibv^ MD3ecGoo(ns)s^se.howevs,!b3twbet- 
enT ^fed, iooiar^ ncenevas cn those vi^. feyief -asscfturt 

lies ic ^ assds ^ laxabie IG ntr-taxatie fctms is Staly )c ptxsxe a 
iags increase private saw^ tor 3^ dken ^diichcn ri giAenn^ 
rcv»>je. 

*Ses. Sxexarrffc, BicM-EngsnrreWBanQ Gate. Tbs Efedso* 
401(li} Ptera on Housdiold Dfeex« Acres Eamrgs 
Giios,’ '.Vat^ F^oer 8C32 (Cartn^ Mass.: NalWHi Bureau o? 
EcwicfiK RsegiJi, December 200!3, and Oanie Betwjn, Toes 
«31(k! Beptity kiOBase Sawo? Evyence from ftepenSy Score 
Suoc^Kfaesan/ Joura'o? fiofc 87, na 5-6 {200® 1?S9- 

K). 

3! T>iHse SKinE^ are ganef^ by the Lttavasdur^ Tax Poiry 
CM(? rrssdsnTtfttoi nvxta. The iTBiJsl Is based on daa hwTi fte 
1999 picfc-ose Se oKisSxsd by the Sai^ d inrame Kwsiw d fte 
IBS. fhotiwjdart^abdtiordWdrn^cridenxigaiWsand 
earcs iRCcrne Bat are net repeated Ob tsx teturrs a cor- 

s)'3ri«j sBii^cS ma^ d the i»iic-use Se wift 9a 2000 
Djnt>'itPo(»^ionSw'.«y d the US. Census Sdressi. Tnerd»emed 
rar^ modJs dso uses data twii Tie Sirre-f d Corawner -finances 
wd ^ Savey d hicome *ia Rogran P»1ics3lwt. Ry rroe cteal 
dicw! the mc«j^, see »«w.la«cdcycdilw.org. 

12 Soma baeshoWs who cai beret tan Ita SeirefS Ct«a do nd hav'g 
poaiKa iKorre ta* ^eiUity, tax do have posBsre TOjrne lax W#j' oelote 
idrrigrto account treEaniedhcorre Tax CrecttiBTQ. Rytnese 
hasetetos. the BTC refund is inctrased to the extent Sat the Ssrer's 
Crest rettjces thw ore-HTC lax SSjIty. 

“ Irwiitsjj lr»asreT»R«ijms.Pretos3ryOS3:S9>ected 
Income am Tax Seme, lax Vfees 2002 and 2!X)3 <M®:'VwwH.rs gew' 
pubAs-soKCMOIlQ.:^ UrptXerdiedSOlC&la Fetxiav 2005 

f TreFSdilaao basal ori the nirsbefol tax reUrnsTBlcisimed the 
Severn OocB by erleti-g an ancud on ine i9 d ram 1040 ■-■etiremad 
saiinjp cofihtiUiore cteef ard Rng Fwrr KSO ‘CreOt tef OuaKed 
Retrerneni Seadigs CorXrteEorts"- ?>»ttre2004 lax return, the Saver’s 
Cta*i8 0teiiTieOby-edern9artaT«*nohme50.j The data do not 
shew a breakdown d codiibtXfcns by type d i«r iemfinyer (San versus 
IRA, tw example) d sire dortrtiuroh. Hwiever. partia data itai shed 
some i^i; on these issues re are^e Item other taxces-suchaspro- 
tessional lax preoarors, wlh whose axl a 8:90503111 potBon d renirtts 
clamng a Saverb Credit were 9ed. 

* M 01 W- type flan or RAcodtixrlcns were o'tset tjy redjcod savings 
«i dhor accoua’5 a more torcvwng, the nei eiteci on ewaal savers 
rates nxW !» aro ovreri it the eftjd on 401{k!-type (^ and IIW contti- 
butionswereposinve. 

® See the website d Pfan Sponscf mai^ais fwvwv.danspohsor.com), 
Xily23,20!2. ttSwdo be noted i?« the surwy was targeted to com- 
ptex* with the EOT BRA te^di genetdy; B« dasfeos reganJng 5ie 
Saver s Deoil constiuXKlontyasrnaltaaionafBreldrques.'iorrein 
the survey. haddiimBieitbnsxxtscrs surveyed represerted a serreir 
sanp’e Ihd appears © hare beerv s«ded h an eitomis iraitner tati 
<vno (9 derys d the ajrveyx 9 %m, and the basis Id ddermnvig tre 
rpaa cn paficxMtKo h B* 401^ wffi nd itade cie* None-lidess, 
tic resuHs. ie8ec!49 the pensions d Stose via adrriisrer 4CMM 
(Taats. ae sli^knc. e^tecE^y given Brat they wee srrpied cny ^ 
(T'cdis aher Tie cede id* dlea. 


3’ B. TirrxUyar'ric 8 r h t 6 i_ 1 

Gannett Nei 

^sfOecit u.‘¥r”-iPti e*" FtL I 
* ^kXBjrtx.s^S'v rlrrkft'.t-'p-r llPurn 

{IDhft^andRa R hpr 1 1 Cf ^ IHP 

r^pectiv^ X)HB TTo tip r rp Pr r n 
Er^ai^iAc o.'XXtv lohufTi-p Fr ri n se 
sedan 1(2 o' !n D ul ^ to t ifr-S-irr *^1 

^TTscnap'^wiscfi. vsp » cvf r t oiH f 
LeadaRKh 

vssassc-proa^ n iDdl 1 uct \1 Ihrn it I n o x 
NQn 2004 IS- 2533. tCSthConq . 2d Sesst. 
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« See S. 2732 (tOTtn Ceng., 2d Sees.) 


Sec U.S. Oapartmeiy d the Ireasury, "General Explanatans d the 
AdmivatrataTs Fiscal Year 2001 Revenue Proposals" (Februaiy 2COO), 
IV. 49 52 
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^ Mission Statement 

The Retirement Security Project is 
dedicated to promoting common 
sense solutions to improve the 
retirement income prospects of 
millions of American workers. 


The goal of The Retirement 
Security Project is to work on a 
nonpartisan basis to make it easier 
and increase incentives for middle- 
and lower-income Americans to 
save for a financially secure 
retirement. 


1755 Massachusetts Ave., NW, Suite 550 
Washington. DC 20036 
p: 202.483.1370 f: 202.483.1460 
www.retirementsecuntyproject.org 
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B U f I D i N G A Report on Corporate Defined 
FUTURES Contribution Plans 


It IS a pleasure to provide you with Building Futures. V, the latest in Fidelity's series of in-depth research 
reports on the stale of the defined contribution industry. For this report, we tracked our more than 
10,000 recordkepi plans and their 8.2 million participants to assess pbn and asset distribution; 
participation, deferral, and withdrawal rates; average account balances; demographic patterns; 
investment options; and more. 

We gain a lot by studying such information. While one year's worth of statistics and graphs certainly 
provides a useful snapshot in time, many years’ worth of specific, measurable, comparative data help 
illustrate a much larger story about plan performance and participant behavior over time and across 
fluciuations in market conditions. And that helps all of us who care about the economic future of the 
U.S. workforce shape a meaningful strategy for responding to employees’ retirement needs well before 
they retire. 

For example, last year's Biiiiding Fututrs IV research found that, in the face of unpredictable markets 
in 2002, the system was fundamentally sound — signified by an increase in deferral rates even while 
account balances declined. A year later, as you will see in Building Futures V. we find that average 
account balances increased 25% during 2008. What does this tell us? The answer is important; 
participants are slaying the course and making decisions that will help them live well in retirement. 
Helping them reach those goals and live comfonably for the duration of their lifetime is essentially our 
purpose and our privilege. I hope you'll find that Building Futures V sheds some light on your own 
pursuit coward chat end. 


Sincerely, 



William C. Carey 
President 

Fidelity Institutional Retirement Services Company 


Copyright 2004 Fidelity Investments. All rights reserved. 



216 


B U f L D I N G 
FUTURES 


Table of Contents 


Executive Summary 1 

Section 1: Plan Overview 5 

Section 2 : Plan Performance 11 

Pariicipanon raies 12 

Act:ount balances 14 

Deferral rates i8 

Section 3 : Participant Demographics and Behavior 23 

Participant demographics 24 

Age 24 

Account balances 26 

Compensation 33 

Participant behavior 35 

Participation rates 35 

Deferral rates 37 

Participam use of exchanges, loans, and withdrawals 39 

Exchanges 39 

Loans 42 

Withdrawals 43 

Section 4: Plan Investment Options .45 

Number of investment options offered 46 

Asset classes and investment vehicles offered 49 

Life-stage funds 52 

Section 5: Participant Investment Choices 55 

Number of investment options held 56 

Asset allocation 57 

Diversification behavior 63 

Single investment option holders 63 

Life-stage fund holders 67 

Participant response to stock market activit}’ 70 

Appendix: Report Methodology and Important Legal Information 73 


To see an online version of the report, go to hUp://buildingfutures.fideliiy.com. 



217 


; Index of Tables 

Table Title Page 

! Fidelity corporate defined comnbution plans 6 

2 Overview of Fidelity corpe^raie defined comribuuon plans, by plan size (number of panicipains) 7 

3 Fidelity corporate defined cnnrribuiion plans, by plan size (number of participants) 8 

4 Fidelity corporate dcHned contribution plans, by industry b 

5 R.iics of recuvit, December 31. Ii)b8, to December 31, 2003 10 

6 Participation rale, by plan size (number of eligible panicipanis) 1 2 

7 Panicipaiion rale, by industry caiegory 13 

8 Frends in average actoitm balances 14 

Q Percentage change in .average account balance, December 31, 2002. to December 31, 2003 15 

!0 Pankipiini account balance, by plan size (number of participants) 16 

11 Participant account balance, by industry’ 17 

12 Average defevrai rate lor FiCP and NHCP. by plan size (active pankipants) 18 

13 Average deferral rate for HCl: and NHCE, by plan size (eligible employees) 19 

14 Average defevrai rate for active participants, HCP and NHCP, by industry category 20 

15 Percentage, cif contributing panicipanis who reached the 402(g) limit 2.1. 

16 Trends in contribiuing participants who reached the 402(g) liniu 22 

17 Plan participants, by age 24 

18 Disiribulic''n of active and terminated participants, by age range 25 

!9 Distribution of age ranges, by active and tenTiin,ued participants 25 

20 raiTkiixml account balance distributions 26 

21 Plan panicipams, by account balance 27 

22 Distnbucion of active and lermituied participants, by account balance 28 

23 Distribut ion of account balances, by active and terminated panicipanis 29 

24 Participants’ weighteii average, and median .iccoimt balances, by age .30 

25 Distribution of account balances, by age range 31 

26 Distribution of age ranges, by account balance 32 

27 Active plan participants, by compensation 33 

28 Distribution, of active continuous participants’ compensation, by age .34 

29 Distribution of active continuous participants’ ages, by compensation 34 

.30 PanictpiUion rates, by panicipam age 35 

31 Participation rates, by age and compensation 36 

.32 Deferral rates, by particijiam ago .37 

.33 Deferral rates, by age and compensation 38 

34 Overview of percentage of j>articipams who made exchanges 39 

35 Percentage of panidjwms who made exchanges 40 

36 Percentage ol p.irticiy)ams who made exchanges, by account balance 4\ 

37 Percemage of active panicipanis with loans outstanding 42 

38 Percentage of active panicipanis with loans outstanding, by age 42 

39 Percentage of active p.anic!pani5 with loans outstanding, by account balance 4.3 


Copyright 2004 Fidel4y Investments, All rights reserved. 



218 


BUILDING 

FUTURES 


Index of Tables 


40 Composiiion of recordkept participants taking partial and full withdrawals 43 

41 Percentage of recordkept participants taking partial and full withdrawals, by age 44 

42 Average nunaber of investment options available, by plan size (number of participants) 46 

43 Conitnuous plans’ changes to their investment options — from December 31. 2002, 

to December 31, 2003 47 

44 Continuous plans' changes to their inveslmera options from December 3i, 2002, 

to December 31, 2003, by plan size 48 

45 Trends in the percentage of plans offering investment options in each asset class 49 

46 Percentage of plans offering investment options in each asset class 50 

47 Average number of investment options in each asset class for plans offering that class 51 

48 Freedom Fund adoption 52 

49 Percentage of plans offering one or more Freedom Funds, by plan size 53 

50 Percentage of plans with assets in three or more Freedom Funds 54 

51 Percentage of participants holding different numbers of investment options 56 

52 Relationship of number of options available in the pbn to the number of options held by participants 57 

53 Allocation of employee and employer contributions, by plan size 58 

54 Percentage of assets in each sub-asset ebss — all plans and in plans that make the class available 59 

55 Percentage of assets in each asset class, by participant age 60 

56 Participant use of as.set clas.ses, in plans that naake the options available 61 

57 Single investment option holders a.s a percentage of total recordkept participants, by age 63 

58 Percentage of single investment ofxion holder participants by plan size, by investment option category 64 

59 Percentage of single investment option holders, by account balance 65 

60 Percentage of single investment option holders, by age and investment category 66 

61 Percentage of single investment option holders' assets, by age and investment category 66 

62 Participants’ usage of Freedom Funds in plans offering Freedom Funds, by age 67 

63 Percentage of Freedom Fund holders, by number of Freedom Funds held, by age 68 

64 Single Freedom Fund holders, by age and Freedom Fund held 68 

65 Percentage of single Freedom Fund holders' account balances trt specific Freedom Funds 69 

66 Cumulative net exchanges into equities Oanuary i999-Decembev 2003) 70 

67 Cumulative net exchanges by as^t class Oanuary 1999-Dec-ember 2003) 71 

68 Cumulative net exchanges, by equity asset ebss Oanuary 1999-Dccember 2003) 72 


Copyright 2004 Fidelity Investments. All rights reserved. 



219 


Executive S u m m a r y 


Amid the shifting economic and market conditions that characterized the first four years of the 2000$, 
the defined contribution plan system has demonstrated reassuring stability and strength. This attribute 
is fully evident in this fifth edition of Building Futures, a report on trends and patterns among corporate 
defined contribution plans for which Fidelity Employer Services Company performed recordkeeping 
services in 2003. 

BuiWtng Futu/cs, Volume V, marks a milestone in Fidelity Investments' comprehensive reporting on the 
corporate defined contribution plans for which it provides recordkeeping services. With this report. 
Building Futures has now spanned a six-year period that began in the midst of a long-running bull 
market, continued through a significant three-year downturn, and in 2003 saw' equity markets make 
a strong recovery. Through the lens of this market c)xle. Building Futures V provides insight into the 
defined contribution system through both good times and bad, and the results are largely encouraging. 

The data in this report were compiled from corporate defined contribution plans for which Fidelity 
Employer Services Company has performed recordkeeping services. In 2003, this Fidelity client base 
exceeded 8 million participants enrolled in more than 10,000 plans. These figures represent a 19% 
increase in plans and a 15% increase in participants since the end of 2000. While Fidelity's leading 
share of the corporate defined contribution marketplace is substantial, the results of the analyses in 
this report may not reflect exactly the trends of the industry as a whole. Nevertheless, the data set is 
significantly large enough to provide meaningful insights into the direction of the nations defined 
contribution system. 

As equity markets produced positive returns in 2003 for the fimt time since 1999. the impact of the 
rebound was felt strongly by Fidelicy-recordkepi participants, who.se average account balance increased 
25% during the year, to $55,000. In addition, 41% had balances above S.30,000. while the median 
balance increased by a third, to $20,000. Employee pretax deferral rates remained steady to slightly 
higher, at about 7% for participants in ''continuous” plans (plans that were present in both 2002 and 
2003). Areas of ongoing concern in 2003 included a continuation of gradually decreasing pariictpaiion 
niies, which declined to 66%, and a persistent portion of participants — about one-fourth — who 
continued to hold only a single inve.stment option. 

.Meanwhile, the percentage of plans offering Fidelity Freedom Funds.® Fidelity^ family of life-stage 
funds, increased fasm 62% m 2002 to 72% in 2003, and 19% of participants who have access to 
Freedom Funds have assets in them, 

A new analysis performed for this report found that in 2003 approximately one in ten 
contributing participants reached the 402(g) maximum deferral pretax contribution limit of 
$12,000, suggesting that, given the opportunity, some American workers could be saving more 
in their defined contribution plans. 
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Plan overview 

Plans, participants, and assets — ^The Fldelity-recordkepi corporate defined eontnbuiion plan base 
exceeded 10,000 in 2003, reaching 10,136 plans with 8.2 million parucipanis. At the same lime, the 
administered asset base increased 26%. to S453 billion, reflecting the strong stock market performance 
of 2003A 

Plan and asset distribution — ^The 2003 data reflected a stable plan base spread across companies of all 
sizes in virtually all industries. Two-thirds of Fidelity-recordkept plans had fewer than 150 parucipanis, 
while larger plans had the majority of assets and participants. The broadly defined Manufacturing 
industry represented the largest share of plans (29%), assets (52%), and participants (46%). 

Plan performance 

Parhdpafion rates — The average plan participation rate among plans for which Fidelity performed 
nondiscrimination testing decreased from 68% in 2002 to 66% in 2003, continuing a trend that has 
been present throughout the Building Futum report series. 

Avercige acfoiiM/ halfinces — The 2003 stock market rebound was the primary driver of an S 1 1 ,000 
increase in the weighted average account balance of panicipants in Fidelity-recordkept plans. It was the 
largest one-year change since the inception of Buiitiing Fuiures. The $55,000 weighted average balance 
at the end of 2003 represented a 25% increase over the average at year-end 2002, Median account 
balances, meanwhile, increased from S15.000 at the end of 2002 to $20,000 at the end of 2003. 

Deferral rates for active participunts — ^The overall average deferral rate for highly compensated 
panicipams (HCPs) increased by one-temh of a percentage point, to 7.1%, in 2003, while the rate for 
non-highly compensated panicipams (NHCPs) dropped one-tenth of a percentage point, to 6,9%. 
However, the rate for NHCPs m continuous plans was unchanged, while the rate for HCPs in 
continuous plans increa.sed by almost three-tenths of a percentage point. 

Demographics and participant behavior 

Demographic patterns — Nearly one-third of all participants in Fidelity-recordkept plans were in their 40s 
in 2003, with the overall median participant age being 44. The average panicipam age continued to 
edge higher, as illustrated by an increase in the portion of participants in their 50s (from 22,3% in 
2002 to 22.9% in 2CK)3) and a corresponding decrease in the portion in. their 30s (from 27. 1% in 2002 
to 26.3% in 2t>03). 

The mean compensation for active participants increased 2.8% in 2003, to almost $68,000, This 
increase, was not across the board, how'ever. with an increase in ihe perceniage of active participants 
making less than $50,000 and more than $100,000, and a decrease in the percentage making between 
$50,000 and SiOO.OOO, 

Although (he majority of participants continued to have account balances below $30,000. the portion 
with balances above that mark increased to 41% in 2003 from 34% in 2002. again refleciing the .strong 
stock market performance during the year. 
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Usf of fMhanges — Approxiniaieiy 1 3% of patticipanis initiated exchanges in 2003, virtually the same 
poiiion as in 2002, despite significant differences in stock market performance during those two years. 
Among ai! participants who made exchanges, the majority (58%) made them on just a single day, while 
only 2% ol participants made exchanges on four or more day’s in 2003. 

Uic of loans — Of the 93% of active panicipanis who were enrolled in plans that allow'ed them to take a 
loan against their accounts, only 20% had a loan outstanding in 2003, the same portion as in 2002. 

Wifixifciivcii acfivHv — Almost 1 7 % of participants took full or partial withdrawals in. 2003, onc-ihird of a 
pevceniage point higher than m 2002. Consistent with minimum required distribution ruies, a much 
higher portion of participants age 70 and older (79%) took withdrawals than did younger participants. 

Plan investment options and participant investment choices 

opiions — The mean number of inveyment options available to participants in 2003 increased 
to 18 from 16 tn 2002, continuing a trend among recordkept plans to add an average of two options 
oeryettr. However, for plans present in both 2002 and 2003 (“continuous plans”), 53% did not change 
the number of inve.stmem options offered, while 36% increased and 11% reduced the number of 
investment options they offered. Ctmsisieni with previous years, the four asset classes offered most 
often by Ftdeliiy-rccordkept plans were domestic equity (99% of plans), fixed income (93%). blended 
(9!.%), and iniernationa! equity (89%). 

khflvior— With 9.3% of panicipanis haxing access to 11 or more investment options in 
2003— slightly higher than in 2002 — the average number of investment options held by participants 
also edged upward, to 3.6 from 3.5 in 2002. The asset class with the largest portion of participant 
assets continued to be doTne.stic equities, which accounted for 41% of participants' assets in 2003, up 
from 38% m 2002. Meanwhile, the portion of panicipanis' assets in short-term, stable value, and fixed- 
income investments decreased. Analyzed by age. participants' overall asset allocation, decisions once 
again reflected age-appropriate choices on average, with the percentage of assets held in equities 
decreasing with age. and the percentage held m conservative investments increasing with age. 

Single iiivcstmcnf option holders — The portion of participants who held just one investment option 
remained unchanged at 25% in 2003. Members of this group tended to have significantly lower 
atxxnmt balances and held more conservative invesimem options than the overall recordkept 
participant population. One pattern change that occurred in 2003 was a modest shift in the percentage 
of single option holders from domestic equities to blended options, which include Fidelity Freedom 
[•’unds. The percentage of single investment option holders who held blended investment options 
increased from 1.6% m 2002 to I8%> in 2003, 

Life-stagi.' fimds — Although the percentage of single invesimem option holders remained steady, a 
growing number of plans in 2003 offered life-stage funds that provide age-appropriate diversification 
within a single “fund of funds." Although there are various life-stage fund families, the analyses 
included in this report, are limited to Fidelity Freedom Funds.* The percentage of plans offering at least 
one Fidelity Freedom Fund increased 10 percentage points from 2002. to 72% overall. The percentage 
of plans offering a family of three or more Fidelity Freedom Funds increased from 51% in. 2C)02 to 60% 
in 2003. Nineteen percent of panicipanis in plans that offered Freedom Funds had s<.>me ponion of 
their as,scts in Freedom Funds. 
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Rpsponsc to market volatility — ^The small percentage of participams who made exchanges in 2003 reacted 
10 ihe change in market performance by exchanging into equities and out of more conservative options. 
Conversely, the much greater number of participants making contributions continued a three-year trend 
of decreasing their percentage of new contribution dollars into domestic and iniernaiional equities, 
from .56% in 2002 to 52% in 2003. 

Conclusion 

The data in this report reinforce the indication that American workers recognize the important role of 
their defined contribution plans as long-term investment vehicles for helping to meet their financial 
needs during retirement. Even as sttxtk market volatility buffeted account balances from one year to the 
next, participants did not react rashly but, rather, continued the steady flow of contributions into their 
accounts. Shifts occurred between conservative and more equity market-driven investments, reflecting 
the direction of investment performance, but withdrawal and exchange activity remained steady, 
indicating that participants were weathering the ups and downs. In 2003, as the markets rebounded 
and account values increased to past levels, participants as a group exhibited characteristic calm by 
generally maintaining age-appropriate as^t allocation behaviors. 

*These plan, participant and asset figures are lower than certain other officially published Fidelity DC statistics 
because they exclude tax-exempt DC plans, intermediary market plans, non-assetized unfunded nonqualified plans, 
plans in implementation, etc. 

Neither diversification nor asset allocation ensures a profit or guarantees against loss. 

Before investing in any mutual fund, please carefully consider the investment objectives, risks, charges and 
expenses. For this and other information, call or write Fidelity for a free prospectus. Read it carefully before 
you inve.sf. 
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To see an online version of the report, go lo http://buildin^utures.ftdelity.com. 
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The Fidelity-recordkept plan base and number of participants grew between 1% and 2% in 2003. 
The increase in the value of recordkept plan assets, meanwhile, was much greater — 26% — primarily 
reflecting investment performance during the year 


Fidelity corporate defined contribution plans 


2003 

i 2002 

Assets recc S45S bllHon 

.j 

'] $361 billion 

Recordkept part.i> t2ZinilU(HI 

-J 8.1 1 million 

Active pa,.,. , , 

1 5.78 million 

Plans recc 10 136 

T 

=■: 9,948 

Clients recc i 8(805 

j 8,683 


Note; Assets recordkept include all dollars in corporate DC plans for which Fidelity Employer Services Company is 
recordkeeper, including assets in investment options managed by Fidelity as well as by other institutions. Recordkept 
participants are those participants wiUi a plan balance, whether or not they were employed by the plan sponsor as 
of 12/31/2003. Active participants are those participants with a plan balance who were still employed by the plan 
sponsor as of 12/31/2003. Plans recordkept are predominantly qualified plans: however, approximately 3% are 
nonqualified plans with assets set aside by the plan sponsor through segregated investment accounts or rabbi trusts. 
All data in the report exclude plans recordkept for Fidelity Investments' own employees. See the Methodology 
section for further details on definitions used in the report. 
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The disu1butu)n o! plans., parucipanis. and assets by plan size changed very little in 2003, reflecting 
the overall siabilily of the Fideiiiy client base. Plans with fewer than 150 participants continued to 
represent about two-thirds of the plan base, while larger plans contained the majority of as-scis and 
participants. Plans with .5,000 or more participants comprised just 3% of total plans but contained 
71% of assets and 64% of panicipants. 


Q Overview of Fidelity corporate defined contribution plans, by plan size 
(number of participants) 



Percentage 
of plans 


Percentage Percentage 

of assets of participants 


I 5,000+ 

I 150-4,999 


<150 


Copyright 2004 Fidelity investments. At! rights reserved. 


226 


BUILDING 

FUTURES 


Plan Overview 


A more granular view of plans shows a similar trend as Table 2, with the smallest plans making up 
the largest portion of plans but the smallest portion of assets and participants. 

Q| Fidelity corporate defined contribution plans, by plan size (number of participan 
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The distribution of plans among inclusir\- sectors in 2003 was consistent with 2002. The sector with 
the most plans continued to be Manufacturing, with 29%, followed closely by Professional. Scientific, 
and Technical Services, with 25%. Manufacturing remained far ahead of other sectors in terms of 
total assets (52%) and total participants (46%). Meanwhile, the Information Services sector 
represented just 7% of all plans, but 15% of assets and participants. 


IQ Fidelity corporate defined contribution plans, by industry 

Industry 

Percentage of 
plans 

Percentage of 
assets 

Percentage of 
participants 

Accommodation and Food Services 

1% 

0.4% 

1% 

Administrative Support, Waste 
Management, and Remediation Services 

1% 

0.3% 

1% 

Agriculture, Forestry, 
Fishing, and Hunting 

0.5% 

0.2% 

0.3% 

Arts, Entertainment, and Recreation 

1% 

0.3% 

1% 

Construction 

I 3% 

1% 

2% 

Educational Services 

0-4% 

0.1% 

0.2% 

Finance and insurance 

1 7% 

1 4% 

1 5% 

Health Care and Social Assistance 

1 4% 

2% 

i 3% 

Information Services 

1 7% 

B 15% 

S 15% 

Management of Companies 
and Enterprises 

1% 

0,5% 

1% 

Manufacturing 

HH 29% 


nm 





Mining 

1% 

I 3% 

2% 

Other Services 
(except Public Administration) 

2% 

0,5% 

1% 

Professional, Scientific, 
and Technical Services 


1 7% 

1 7% 

Public Administration 

0.03% 

0.04% 

0,2% 

Real Estate and Rental and Leasing 

2% 

1% 

1% 

Retail Trade 

1 4% 

1 3% 

1 5% 

Transportation and Warehousing 

2% 

1 4% 

t 5% 

Utilities 

1% 

1 4% 

2% 

Wholesale Trade 

1 

2% 

i 3% 

Total 

- 

" 100% 

'joint 

1004b 
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Domesiic and imernarlonal equity markets made a strong recovery in 2003. providing positive fuii- 
year returns to investors for the first time since 1999. Returns for bonds and three-month Treasury 
hills remained positive in 2003. but significantly lower than in previous years. These shifting market 
trend-s comribuicd significantly to changes in the distribution of plan asset values among investment 
caiegoncs as reported in the Participant Investment Choices section of this report. 


Rates of return, Decentber 31, 1998, to December 31, 2003 


Index 

Return 
2003 : 

: Return j 

2002 i 

Return 
2001 : 

Return i 
2000 ^ 

Return : 
1999 ^ 

Source 

Three-month Treasury bill 


2% 

■sr-' 

6% 

.1^ 

Lehman Brothefs : 

Lehman Brothers® Aggregate Bond Index 


10% 


; 12% 


Lehman Brotners 

SSfP 500'* Composite Stock Price Index 


-22% 

* i ' 

: -9% 


Standard & Poor s ^ 

Wilshire 50(X) 


: -21% 

S * m 

n > 

-11% 


Wilshtre : 

Morgan Stanley Europe, Australasia. 

Far East (EAFE*) Index | 


-16% 


-14% 


. Morgan' Stanley 


Note: Past performance is no guarantee of future results. U.S. stock prices are more volatile than those of other 
securities. Government bonds and corporate bonds have more moderate short-term price fluctuations than stocks 
but provide lower potential long-term returns. U.S. Treasury bills maintain a stable value (if hold to maturity), but 
returns are generally only slightly above the inflation rate. Foreign investments, especially those in emerging 
markets, involve greater risk and may offer greater potential returns than U.S, investments. This risk includes the 
political and economic uncertainties of foreign countries as well as the risk of currency fluctuation. An investment 
cannot bo made in any index. For index definitions, please see the Methodology section. 


A Note on Methodology: 

.As in |w;vi(ii4s years’ report, the. tables in Building Fufuivs V cemhiin niulfiyear data wlien fho-sc clflfa me n,se/ul 
in i!iu.sir(Uing ivlcvtinf jicnds, und in some insitmees the accompanying namitivc contains re/efence-s lo past- 
ye.a> ckirn that moy nof be sliou-n in the tables. Also, there are /ftvjueni references to "tonfinuems plun" dcilci, 
which ore plans ilitif were presem in Ixitfi 2003 und 2002. Dcci-sions on whether to include mulUyear or 
condnuous pJon data were mude based on fhc ability of the information to provide insight into the direction, 
significance, or conte.xt oj a particular trend. 
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SECTION 2 Plan Performance 


To see an online version of the report, go to http'y/buildingfuliires.fideliiy.com. 
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BUILDING 

FUTURES 


Pian Performance 


After three consecutive years of stock market declines, 2003 brought strong overall returns to equity 
investors. The stock market rebound rewanied participants in Fidelity-recordkepi defined contribution 
plans by helping booa the average account balance by $11,000, to S55,000 (a 25% increase). This 
increase — the largest year-over-year change since Fidelity began publishing Building Futures — brought 
the average balance back to the ^me level at which it finished in 2000. 

Although investment performance was the dominant factor in shaping many of the report’s findings, it 
was not a panacea in all areas. Participation rates, for example, continued their gradual decline that began 
at about the start of the decade. The 2003 participation rate decrease in the face of strong investment 
performance suggests that complex economic and demographic factors are underlying the trend. 


PARTICIPATION RATES 

Participation rales decreased from 68% in 2002 to 66% in 2003. Among continuous plans,* decreases 
occurred in every plan-size category^ As in previous years, small plans experienced higher participation 
rate.s than large plans. 


O 


Participation rate, by plan size (number of eligible participants) 



Note: For purposes of reporting participation rates and deferral rates, plans are grouped by number of eligible 
nondiscrimination testing (NDT) participants. For ail other data in the report where plans are grouped by 
participants, they are grouped by number of recordkept participants. Participation rates at the plan level are 
reported as unweighted averages, as are nondiscrimination testing deferral percentages. All other average data 
in the report, including participation rates at the participant demographic levei, are reported as weighted averages. 
For a complete description of how participation rates are calculated and of the use of weighted and unweighted 
averages, see the Methodology section. 

'Continuous plans are plans present in both Z)02 and 2003. 
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Average participation rates decreased across most industry categories. The largest decrease among 
continuous plans was in Arts, Entertainment, and Recreation, where the rate was dow'n 5.4%. The 
Mining indirstry. which saw a large participation rate decline overall, was comparable to other 
indiLsiries’ declines when only continuous plans were considered. The largest participation rate 
increase among continuous plans, meanwhile, was in Agriculture, Forestry. Fishing, and Hunting, 
where the rate was ! 1.5% higher. 


Q Participation rate, by industry category 
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Plan Performance 


ACCOUNT BALANCES 

Weighied average account balances increased 23% from 2002 to 2003, from S44,000 to $55,000, 
driven largely by the performance of equity markets. Median balances, as in the past, continued to 
be considerably lower than weighted average balances, reflecting the tendency oi high-balance accounts 
to puli up the averages. The overall median balance — the point at w^hich half of all participants’ 
balances were below' and half were above — increased to $20,000 in 2003, an increase of 33% from 
$15,000 in 2002 . 



2000 2001 2002 2003 

0 Weighted average 

1 Median 
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Ahhough ihe weighted average account baJance for all Fidelity-recordkept participants increased by 
25% in 2003, the increase was even greater~30%— for continuous participants. The graph below 
shows strikingly that the largest percentage increases for continuous participants occurred in the 
vounger age groups. This results from the fact that younger participants tend to have lower balances 
than older ones, so new contributions, not investment performance, are the primary driver of their 
account value growth. Older participants’ balances, on the other hand, are generally higher and 
therefore are affected much more significantly by investment performance. This trend, shown by the 
shape of the “Continuous recordkept participants” carve, has remained quite consistent over time, 
with the only key difference being the break-even age (i.e., the age below which continuous 
participants had increases m balances and above which they had decreases in balances). From 2002 
to 2003, the percentage change in weighted average account balances was positive for continuous 
panicipant.s in ai! age groups. For the one-year periods ending in 2001 and 2002, however, the 
break-even ages were in the rmd- to Iate-30s. 


Percentage change in average account balance, 
December 31, 2002, to December 31, 2003 



Recordkept participant age as of December 31, 2003 


Continuous recordkept participants 
All recordkept participants 


Note: Data in the chart should be interpreted as follows: The "All recordkept participants" curve shows the 
percentage difference in average account balances for all partfcipants who were 36 years old at the end of 
2002 relative to all those who were 37 years old at the end of 2003, for example. The "Continuous recordkept 
participants" curve, on the other hand, shows the percentage change in average account balances for those 
participants who had balances at the end of both 2002 and 2003, and who were 36 at the end of 2002 and 37 
at the end of 2003, for example. 
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Plan Performance 


Weighted average account balances increased across all plan-size groupings in 2003. The increases 
ranged from 20% to 31% in all groups except the group with the smaliesi plans, which saw a 50% 
increase. The ratio of median to weighted average balance ranged front 32% to 42% across all plan- 
size groupings. On both weighted average and median balance bases, larger plans continued to have 
higher average balances than smaller plans. This result reflects the overall ages of plans and the 
amount of time participants have had to accumulate assets. 


Participant account balance, by plan size (number of participants) 


Weighted average participant account balance 

2003 median 

1 participant 

Plan size ' - ' alance 1 2003 

2002 

2001 i 2000 

<25 S36,000 

25-49 ! $39,000 




50- 

150-1'' $40,000 

SOO-' '"' <■. SgsS -3,000 


:4i 

1,000-2,499 : ' S43.000 


$40,00 

2,500-4 $50,000 

5,000-9 $48,000 

t4. 


10,000-24.999 $59,000 

25,000-i- $70,000 

mmm 

mmm 



Overall! $20,000 | $55,000 

$44,000 

$50,000 $55,000 


Note; Balances ri^resent the weighted average or medien balances for all recordkept participants in plans falling 
within a plan-size range. Balances are net of outstanding loan amounts. All participant balance data in the report arc 
rounded to the nearest S1,000. For a complete description of how account balances are calculated, see the 
Methodology section. 
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Year-io-year increases m weighted average account balances varied substantially across industry 
categories in 2003, but the sectors with, the most plans — Manufacturing and Professional, Scientific, 
and Technical Services — -were comparable at 24% and 30%, respeciiv'ely. The only category to 
experience a decrease w’as Management of Companies and Enterprises, in which the av^erage account 
balance was down 20%. However, when only continuous plans were considered, that industry- 
showed an increase of 22%, consistent with the overall average account balance increase of 25%. 


^ Participant account balance, by industry 


Industry \ 2003 [ 2002 ! 2001 2000 

1 ’ .vW 1,, . , : 

Accommodation and Food Services [ $15,000 ’ $15,Q0Q 

$20,000 

Administrative Support, Waste Management, i J20 OOO 

and Remediation Services 1 ***7^V?? ■rv.-ife' ' 

J«0 

522,000 

Agriculture, Forestry, Fishing, and Hunting [:^:i $26,000 


$33,000 

Arts, Entertainment, and Recrt a $22,000 


$31,000 

Construction j $33,1X)0 


$37,000 

Educational Services f :';s $26,000 

oci 

$36,000 

Finance and Insurance [ S05lOO ■ ;>43.000 

Health Care and Social Assistance * $27,000 

r: : 

.V ><• * .«■* 

$53,000 

$34,000 

Information Services $50,000 

Management of Companies and Enter ■ [, i' 54,000 

r- 

$63,000 

$69,000 

Manufaci i ' '50,000 


$61,000 

Mining - $79,000 

Other Services (except Public Administration] $40,000 

Professional, Scientific, and Technical Services $40,000 

d .•! 

W. ^ 

T '-3 

$126,000 

$53,000 

$50,000 

Public Administratiorr $11,000 f 

Real Estate and Rental and Leasing $25,000 | ^ Sf7 (Jd6 

$12,000 

$31,000 


$31,000 

Transportation and Warehousing $31,000 • 

$38,000 

$66,000 

$77,000 

Wholesale Trade $33,000 • ^ 

$35,000 j 

Overall j $55,000 $44,000 1 $50,000 \ $55,000 [ 


Note: Balances represent the weighted average lor all recordkept participants in f^ans falling within an industry category. 
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Plan Performance 


DEFERRAL RATES 

Average pretax deferral rates for highly compensated participants (HCPs) increased by one-tenth of a 
percentage point from 2002, from 7.0% to 7.1%, while the average pretax deferral rate for non-highly 
compensated participants (NHCPs) was one-tenth of a percentage point lower, frotn 7.0% to 6.9%. The 
averages among continuous plans told a slightly different story, however. The average pretax deferral 
rate for HCPs in continuous plans was three -tenths of a percentage point higher, while the rate for 
NHCPs in continuous plans was essentially unchanged. 

H Average deferral rate for HCP and NHCP, by plan size (active participants) 



2003 

2002 

Plan size 

HCP 

NHCP 


<25 


7.2% 

. ‘ 7.0% 

25-49 


7.3% 


50-149 


7.0% 


150-499 


6.8% 

WWW 

500-999 


6.8% 


1,000-2,499 


6.7% 


2,500-4,999 


6.7% 


5,000-9,999 


6.9% 


10,000-24,999 


7-0% 


25,000+ 


7.0% 


Average 


6 : 9 % 

7.0% 7.0% 


Note; Active NDT participants represent participants in those plans for which Fidelity provided nondiscrimination 
testing who were employed by the plan sponsor and who made contributions to their plan at any time during the 
2003 test year, vs^ether or not they were present at the end of 2003. 
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The deferral trends among all eligible highly compensated employes (HCEs) and all eligible non- 
highly compensated employees (NHCEs) were similar to those for the subset of employees who were 
contributing to their plans in 2003. Deferral rates increased for HCEs, from 5.9% in 2002 to 6.3% in 
2003. and rates decreased for NHCEs, from 4.0% in 2002 to 3.8% in 2003. The rates are lower than 
those in Table 12. however, because they include eligible employees whose contribution rate was 
zero. Among continuous plans, the average HCE deferral rate was six-tenths of a percentage point 
higher, from 5.7% to 6..3%>, and the average NHCE rate was one-tenth of a percentage point lower 
than m 2002, from 4.0% to 3.8'%. 

m Average deferral rate for HCE and NHCE, by plan size (eligible employees) 


Plan size 

2003 

2002 

HCE 

NHCE 

HCE 

NHCE 

<25 


5,0% 

6 

4.8% 

25-49 


4.8% 

i7% 

4.8% 

50-149 


4.4% 


4,6% 

150-499 


4.2% 


4.4% 

500-999 


4.0% 

M ' I 

4.2% 

1.000-2,499 


3.8% 


4.0% 

2,500-4,999 


3.7% 

il 

4.2% 

5,000-9,999 


3.8% 

iisa 

3.5% 

10.000-24,999 


3.5% 

piia 

3.9% 

25,000+ 


4,0% 

m£M 

4.0% 

Average 

6 . 3 % 

3 . 8 % 

5 . 9 % 

4 . 0 % 


Note: "Eiigibte employees" represent employees in plans for which Fidelity performed nondiscrimination testing 
who were employed by the plan sponsor and were eligible to participate in the 2003 test year, whether or not they 
were actually participating in the plan or were present at the end of 2003. 
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The Utilities industry had the highest deferral rates for highly compensated participants (HCPs) and 
for non-highly compensated participants (NHCPs), while the Accommodation and Food Services 
industry had the lowest deferral rates among both participant populations. In year-over-year 
comparisons of continuous plans. Educational Servaces and UitUiies showed the largest deferral raic 
increase (one percentage point), while rates for Mining and Real Estate and Rental and Leasing were 
both down by half a percentage point. The year-over-year changes were generally smaller for NHCP5 


m Average deferral rate for active participants, HCP and NHCP, 
by Industry category 


Industry 

HCP 

NHCP 

Accommodation and Food Services 


5.6% 

Administrative Support, Waste Management, 
and Remediation Services 


7.0% 

Agriculture, Forestry, 
Fishing, and Hunting 


6.2% 

Arts, Entertainment, and Recreation 


7.5% 

Construction 


6.2% 

Educational Services 


7.1% 

Finance and Insurance 


6.3% 

Health Care and Social Assistance 

si 

6.4% 

Information Services 

'.1311. 

7.1% 

Management of Companies 
and Enterprises 


6,4% 

Manufacturing 


7.0% 

Mining 

1 

7.6% 

Other Services 
(except Public Administration) 


6.2% 

Professional. Scierttific, 
and Technical Services 

* ^ 

7.5% 

Real Estate and Rental and Leasing 


6 . 4 % 

Retail Trade 


6.0% 

Transportation and Warehousing 

•s 

6.5% 

Utilities 

a 

7,8% 

Wholesale Trade 

\ 

6.2% 


20 


Copyright 2004 Fidelity Investments. All rights reserved- 


239 


Approximately 11% of contributing participants in 2003 reached the $12,000 employee pretax 
contribution Ihrtit imposed under Section 402(g) of the federal tax code. Within the total population, 
40% of highly compensated participants reached the limit, while less than 5% of non-highly 
compensated participants did so. It should be noted that the data do not reflect participants who 
nuy have reached their individual pian limit before reaching the 402(g) limit, but this was likely 
number in 2003. as many plans increased their limit in 2002 and 2003 as a result of the 
Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA). 

2 Percentage of contributing participants who reached the 402(g) limit 
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Plan Performance 


Overall, the percentage of contributing participants who reached the 402(g) limit varied from 2000 
to 2003, Irora a low of 10% in 2000 to a high of 11.3% in 2002. The percentage of participants in 
continuous plans, however, remained fairly stable, between 10.0% and 10.5%. 


m Trends in contributing participants who reached the 402(g) limit 



# Average (al! plans) 

I Average (continuous plans) 
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Participant Demographics 
and Behavior 


To see an online version of the report, go to hup://bmIdin^uiures.fideUty.conh 
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B U I L D f N G 
FUTURES 


Participant Demographics and Behavior 


The average Fidelity-recordkept participant in 2003 was slightly older, earned about $ i .800 more 
annually, and had an $11,000 hi^er account balance ($5,000 higher on a median basis) compared 
with 2002. Aside from looking a bit different demographically, however, participants exhibited Utile 
change in their overall behavior, including their moderate use of plan features. For example, just as 
they did during the stock markets' down years, the vast majority ol ]jariictpanis greeted the markets’ 
reversals ol fortune with the same level of exchange activity as in previous years. Only 1 3% of 
participanis made exchanges on one or more days during the year, and only 2% made exchanges on 
four or more days. Loan and withdrawal activity also remained stable. 

Although average account balances increased significantly, a sizeable portion of the participant 
population age 60 and older continued to have balances below $5,000, clearly inadequate for funding a 
long reiirenient without significant income from other sources, such as previous eraployer-recordkepi 
40i(k) accounts, individual retiremeni accounts (IRAs), and pension pians. 


PARTtetPANT DEMOGRAPHICS 

Age 

The participant base continued its very gradual aging trend in 2003. Overall, the median participant 
age was 44 in 2003. up from 42 in 1906. The data also showed that the older portion of the participani 
base, those who were 50 or older, increased from 29,3% of participants in 2001 to 31.9% in 2003, 
Conversely, 20 to 49 year olds decreased from 70.7% of the participant base in 2001 to 68.1% in 200.1 

1^ Plan participants, by age 

2M1 
ii.3% 

28,0% 

31.4% 

21.7% 

4,7% 

1.9% 

1.1% 
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Akv i vtive versus terminated participants shows that 71% of participants were actively 
®plo td tlieii plan sponsor and had balances at the end of 2003, while 29% w'ere not. An 
soakh ol '{•. ive participants shovvs that the majority of younger participants were activ'e. while the 
mjoniv o! the oldest participants were no longer working for their plan sponsor. In the 20 to 29 age 
gctp 01 Lximple, 80% of participants were active, while 20% had left the employ of their plan 
:^on5or but maintained assets in their previous employer’s Fidelity defined contribution plan. The 
ponior of participants who were still actively employed by their plan sponsor fell w'uh age, from 
?5% for 30 to 39 year olds, to 70% for “iO to 59 year olds, to 52% for 60 to 64 year olds. 


I 


Distribution of active and terminated participants, by age range 



m Distribution of age ranges, by active and terminated participants 

Age 
20-29 
30-39 
40--I9 
50-59 
60-64 
65-69 
70+ 

Total 

Nora: For Tables 1 8 and 1 9, "Active participants" represent those participants who both had an account 
balance and were employed by the plan sponsor as of year-end 2{X)3 (irrespective of wrhelher rtiey actually 
made a contribution to the plan in 2003). "Terminated participants" represent those participants with an account 
balance as of year-end 2003 who were no longer employed by the plan sponsor. 
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Participant Demographics and Behavior 


Account balances 

Average account balances were significantly higher at the end of 2003 than they were 1 2 months 
earlier, driven primarily by the strong performance of equity markets during the year. As mentioned 
earlier, the weighted average account balance for participants was $55,000 in 2003, up 25% from 
2002. As average balances increased from 2002 to 2003, the percentage of participants with balances 
under $20,000 decreased to 49% in 2003, from 57% in 2002, and the percentage with balances greater 
than $50,000 increased from 23% to 29%. 


m Participant account balance distributions 



2003 2002 2001 
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Furiher analysis of ihe 24% of participants with balances of less than S5,000 shows that 48% had 
balances of less than S i ,000. and 52% were single investment option holders. Of participants with 
balances of less than $1,000, 63% were single investment option holders. 


1^ Plan participants, by account balance 


Account balance 
<$5,000 
$5,000-59,999 
S:0,000-$t9,999 
$20,000-529,999 
$30, 000-539,999 
$40,000-549,999 
$50,000-569,999 
$70,000-599,999 
$>00,000-5 149,999 
$150,000+ 
Total 



Mote: The basis for determining account balance distribution in Tables 20 and 21 is recordkept participants. 
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Participant Demographics and Behavior 


The ratio of active versus terminated participants remained within a narrow range across all accoiuii 
balance ranges, although the terminated percentage was slightly higher among the lowest- and 
highcst-balance participants. 


m 


Distribution of active and terminated participants, by account balance 


Account balance 
<$5,000 
S5,000-$9,999 
$10,000-519,999 
$20,000-529.999 
530,000-$39,999 
$40, 000-5-19,999 
$50,000-569.999 
$70,000-599,999 


$100, 000-5149,999 
$150,000+ 

Overall 
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The distribuiion of aciive and terminated participants across account balance ranges was 
fairly comparable; however, there was a higher percentage of terminated participants with 

bdances below $5,000. 



Mote: For Tables 22 and 23, "Active participants" represent those participants who had an account balance 
and were still employed by the plan sponsor as of year-end 2003 (irrespective of whedier they actually made 
a contribution to the plan in 2003). "Terminated participants" represent those participants with an account balance 
as of year-end 2003 who were no longer employed by the plan ^oonsor. 
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Participant Demographics and Behavior 


The largest percentage increa^ in account balances between 2002 and 2003 was seen in the younger 
age groups, because younger participants tend to have low'er balances than older ones, and thus 
contributions have a greater impact for them chan does market movement. 

The median account balance was significantly lower than the weighted average balance across all age 
ranges. The overall median account balance was $20,000, up from $15,000 in 2002. It varied by age 
from $4,000 for 20 to 29 year olds up to $43,000 for 65 to 69 year olds. The ratio of median to 
weiglued average balance changed ver>- little between 2002 and 2003: slightly above 50% for 20 to 39 
year olds, tnid-40% range for 40 to 59 year olds, and 35%-40% for those age 60 and older. 

The median balance of participants present in both 2002 and 2003 was higher in both years than 
overall recordkepi participants’ median balances, across every age range. This finding is consistent with 
the findings in Tabic 9 in which the percentage increase in weighted average balance front one year to 
the next is higher for continuous participants (participants present in both 2002 and 2003) than for all 
recordkepi participants, across all but the ver>' oldest age groups. 

m Participants' weighted average and median account balances, by age 


Median account balance | Weighted average account balance 


Age 

2003 

2002 

1 2001 

! 2000 

2003 

i 2002 

j 2001 

i 2000 i. 

20-29 

i .:.;$4;ooo: : 

$3,000 

$3,000 ' 

1 $3,000 

$9,060' 

$7,000 

3$i.iaiW '» •'4* 

$7,000 1 

30-39 ; 


$11,000 

$11,000 

$11,000 i 


$21,000 

44* ' J 

1 

$27,000 . 

40-49 : 


$20,000 

$21,000 

$22,000 I 

$s«,ooo^ ' 

$45,000 

IL ... 

$58,000 1; 

50-59 

$37,000 

$29,000 

$32,000 1 

$35,000 

$86,000 

$72,000 

wtJi 

$92,000 ' 

60-64 : 

,$44;p00);: 

$33,000 

$38>000 1 

$42,000 

$105« 

$91,000 

. > 

$1 13,000; 

65-69 


$38,000 

$45,000 

$50,000 

$119,000 

$107,000 

HiK ■ ‘et «> , 

$134,000: 

70+ ; 

$44,000%! 

$39,000 

$47,000 

$<7,000 

$121,000. 

$111,000 


$132,000 

Overall 

$20,000 

1 $15,000 

$15,000 i 

j $16,000 

$55,000 

! 544,000 

$50,000 

$55,000 
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:Ascouici be expected, accouni balances were highesi, proportionally, among older participants, who 
bcn^orc ume to contribute to their accounts and accumulate earnings than younger participants, 
'fe'Uy to 23% of panicipanis age 60 and older had balances of $150,000 or more, and nearly 40% 
had balances of $70,000 or more. At the same time, however, about 20% of participants in these 
•i (ider age groups had accouni balances below $5,000, reflecting, in part, the greater likelihood that 
. oldet participants have multiple retirement accounts. The group with the highest proportion of low 
balaiicc.=. was the 20- to 29-year-o!ds, 53% of whom had babnees below $5,000. Also consistent 
wiihf.'.pectaiions, increasing age correlated with increasing median account balances; $27,000 in the 
,,40-19 age group; $37,000 in the 50-59 age group; and nearly $44,000 in the 65-plus age group, 
isshown in Table 24. 

^ Distribution of account balances, by age range 


Age 


Account balance 

20-29 

30-39 

40-49 

50-59 

60-64 

65-69 

70+ 

Overall 

<$5,000 

53% 

26% 

18% 

16% 

18% 

20% 

21% 

23% 

S5,000-$9.999 


14% 

’10% 

8% 


6% 

*.T[ 

11% 

$10,000-519.999 

iSgiWM 

19% 

15% 

12% 


9% 


15% 

$20,000-$?9,999 


12% 

10% 

9% 


7% 

i-ji, 

10% 

$30, 000-539, 999 


8% 

«s- 

7% 


6% 


7% 

$40,000-549,999 


6% 

6^ , 

6% 


5% 

's% 

5% 

$50,000-569,999 


7% 

9% [ 

9% 


7% 

7% 

. 7% 

$70,000-599,999 


5% 

8% 

9% 

m 

8% 

8% 

7% ' 

$100,000-5 1 49,999 


3% 

7% 

9% 

9% 

9% 

.9% 

6% 1 

5150,000+ 


1% 

10% 

17% 

20% 

22% 

■■ 23% r ■ 

9% 

Total 

100% 

100% 

100% 

100% 

100% 

100% 

100% 

100% 
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Participant Demographics and Behavior 


When looking ai age distribudon by account balance, as would be expected, a greater percentage 
of participants in the higher account balance ranges were older. In fact, 62% of participants with 
balances greater than $150,000 were age 50 or older. 


Distribution of age ranges, by account balance 



Age 


Account bafance 

20-29 

30-39 

40-49 

50-59 

60-64 

65-69 

70+ 

Total 

<S5.000 

m> 

29% 


16% 

4% 

2% 

1% 

100 % r 

S5,000-S9,999 

1A9 

33% 


17% 

3%- 

1% 

1% 

100% f‘ 

$10,000-319,999 

11% 

33% 


19% 

4% 

1% 

1% 

100% . 

320,000-329,999 

7% 

32% 


21% 

' 4% 

2% 

1% 

100% ' 

$30,000-339,999 

5% ‘ 

30% 

^5% 

23% 

5% 

2% 

1% 

100% 

340,000-349,999 

3%' 

28% 

36% 

25% 

S% 

2% 

1% 

100% 

$50,000-369,999 

2% 

25% 

37% 

27% 

6%h ■ 

2% 

1% 

100% 

570,000-599.999 

0.5% 

19% 

39% 

30% 

7% 

3% 

2%.. ^ 

100% 

$100,000-3149.999 

01%. 

13% 

39% 

34% 

a% 

3% 


100% 

$150,000t 

0,01% 

4% 

'13% 

42% 

12% 

5% 

3% 

100% 

Overall 

10% 

26 % 

32% 

23% 

5% 

2% 

1.%.': 

100% 
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Compensation 

Ibe simple average (mean) compensation (or active participants was up 2.8% from 2002 to 2003 
liropi $66,000 to $68,000). However, the portion of active participants in the $50,0(X) to S 100,000 
ccaipensation range declined slightiv’, while the percentages at the upper and lower ends of the scale 
sreased. This led to a 1 % decrease in the median compensation of active participants between 2002 
.ind2003. although both years round to $53,000. 


^ Active plan participants, by compensation 


Compensation 

Percentage 
of active 
participants 
2003 

Percentage 
of active 
participants 
2002 

<510,000 


4% 

510,000-519,999 


6% 

$20,000-529,999 


10% 

$30,000-539,999 


13% 

540,000-549,999 


13% 

$50,000-574,999 


26% 

$75,000-599.999 


14% 

$100,000+ 

S . 

14% 

Total 

100% 

100% 

Median compensation 

$53,000 

$53,000 

Mean compensation 

: 168,000' 

$66,000 ' 


Note; Compensation data throughout this report are based on active participants enrolled in plans for which Fidelity 
performs nondiscrimination testing. See the Methodology section for further information. Compensation data at the 
tower end may reflect partial year compensation for participants who were hired or left their employer during the 
course of the year. 
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As in previous years, the largest portion of participants (26%) earned $50,000 lo $74,999 in 2003 
However, ibis percentage was lower than in 2002. Another change in compensation patterns couki 
be seen in a shift toward younger participants making up a larger portion of high earners. While 
the percentage of participants under age 40 earning $50,000 or more increased, ihe percentage oi 
participants age 50 or older at that income level decreased. 


m Distribution of active continuous participants' compensation, by age 



As noted above, a significant percentage of younger participants are in the higher compensation 
brackets. Participants younger than age 40 make, up 35% of the participants who earn between 
$75,000 and $100,000, and 26% of the participants who earn. $100,000 or greater. 

m Distribution of active continuous participants' ages, by compensation 


A9e 


Compensation 

20-29 

30-39 

1 40-49 

50-59 

60-64 

65-69 

70+ 

Total 

<$10,000 

14% 

23% 

^ 24% 

25% 

KT' 

4% 


100% 

$10,000-519,999 

, - 16% 

23% 

[ 26% 

22% 

ihSil& 

3% 

9^ 

100% 

$20,000-$29.999 


27% 

29% 

21% 

■ • 

1% 


100% 

$30,000-539,999 


28% 


21% 


1% 


100% 

$40,000-549,999 


28% 

■ ' 33% ' 

23% 


1% 


100% 

$50,000-574,999 


28% 

j 34* 

24% 


1% 


100% 

$75,000-599,999 

m 

30% 


24% 

w 

1% 


100% 

$100,000+ 


24% 


27% 

r. j 

1% 


100% 

Overall 

10% 

27% 

f. 34% 

23% 

4% 

1% 

0.3% 

100% 


Note: Data in the above two tables are for active continuous participants {i.e., those employed by the plan 
sponsor and with an account balance on both 12/31/02 and 12/31/03) in plans for which Fidelity performs 
nondiscrimination testing. 
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PARTICIPANT BEHAVIOR 

Participation rates 

The griidual multiyear trend toward lower participation rates continued in 2003. as the overall rate 
iiecreased from 68% in 2002 to 66% in 2003. Looking at participants by age group, the 20-29 age 
Steup showed the largest decline (2.8 percentage points). The 30-49 age groups experienced slight 
dcdines, the 60-69 age groups increased their participation rates, and the 50-59 age group held -steady. 
]k rorrelationi between age and participation rates, meanwhile, continued to be strongly evident, with 
vc'unger eligible employees participanng ai lower rates than older eligible employees. The greatest 
difference occurred between the 20-29 age group (38% participation rale) and the 30-39 age group 
participation rate). A gradual increase then continued for employees in their 40s and 50s. after 
which the pattern reversed in the older age groups. Results for participants in continuous plans* were 
quite similar to (he total population of plans for most age ranges. 


Participation rates, by participant age 




Average partic 
rate (ail pi 

pation 

ns) 



Average participation 
rate (continuous plans] 

Age 

2003 

2002 j 

2001 

2000 

Age 

2003 

2002 

20-29 

: <' 5 

41% ^ 


43% 

20-29 

■wA 

42% 

30-39 


62% K' 


63% 

30-39 


63% 

40-49 


68% pv.,... 


69% 

40-49 


69% 

50-59 

f ' * 

69% ' 


72% 

50-59 


71% 

60-64 


66% * 


68% 

60-64 

67% 

68% 

65-69 


54% 


57% 

65-69 


57% 


'Continuous plans are plans present in both 2002 and 2003. 
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Participation rales coniirme to coireiate strongly with both age and compensation. Within every age 
group, there is a strong correlation between increasing compensation levels and increasing 
participation rates. Participation rates ranged from a low of 11% for 20 to 29 year olds earning less 
than SIO.OOO to a high of 90% for 40 to 65 year olds earning $100,000 or more. 

Note: The overatl participation rate of 60% shown in this table is lower than the 66% shown in Table 6 due to a 


H Participation rates, by age and compensation 


Compensation 



Age 




20-29 

30-39 

40-49 

50-59 

60-64 

65-69 

Overall 

<$10,000 

. .-4 «« - ‘ 

19% 

' -w. 

23% 


23% 

17% 

$10,000-$19,999 

- 

33% 

37)1 

41% 


40% 

32% 

$20,000-$29,999 


47% 

b/» 

57% 


58% 

48% 

$30,000-S39,999 

S2% 

59% 


68% 


68% 

61% 

S40,000-$49,999 

64% 

68% 


73% 


72% 

69% 

$50,000-$74,999 

75% 

77% 


79% 


79% 

77 % 

$75,000-$99.999 


85% 


86% 


84% 

85% 

$100,000+ 

83% 

89% 


90% 


87% 

90% 

Overall 

38% 

61% 

67% 

69% 

:'‘i67%- ■, 

56% 

60% 


difference in methodology. This table counts all eligible employees equally, whereas Table 6 counts ail plans equally 
Refer to the Methodology section for more details. 
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Deferral rates 

The overall average, pretax deferral rate for highly compensated participants (HCPs) between the ages of 
i' and 69 increased in 2003 by one-tenth of a percentage point. Conversely, the average for non-highly 
roinpensated participants (NHCPs) decreased by two-ienths of a percentage point in 2003, The biggest 
decrease was in NHCPs in the 20-29 age group, where the average was two-tenths of a percentage 
point lower. HCPs m that same age group, however, had the biggest increase in deferral rate, 1.5 
percentage points. Looking at multiyear trends, HCP average deferral rates were higher in 2003 than 
ihey were in 2000 across all age groups. 

Results for parucipancs m continuous plans, in deferral as well as panicipation rates, w'ere quite similar 
to the total population of plans (or most age ranges. 


^Deferral rates, by participant age 



All plans 


HCP active 
average de 

participant 
•erral rates 

NHCP active participant 
average deferral rates 

Age 

2003 

2002 

2001 

2000 

2003 

2002 

2001 

2000 

20-29 

7.1% 

5,6% 

7.5% 

6.9% 

5 6% 

5,8% 


5.7% 

30-39 


6,9% 

V9% 

6.6% 

-4% 

6,6% 


6.4% 

iC-49 

fl8% 

6.8% 


6.3% 

6 8% 

7,0% 


6.7% 

50-59 


7,2% 

S.8% 

6,5% 

ao% 

8.0% 


7.8% 

60-64 


7.7% 

7 .e. 

6,8% 

90% 

8.9% 


8.5% 

65-69 


7.9% 


6.8% 


9.5% 


8.9% 



Continuous plans 


HCP active 
participant 
average 
deferral rates 

NHCP active 
participant 
average 
deferral rates 

Age 

2003 

2002 

2003 

2002 

20-29 


5.4% 

S4« 

5.9% 

30-39 


6.9% 


6.5% 

40-49 

BPS 

6,8% 


6,9% 

50-59 


7,2% 

8.0% : 

7.9% 

60-64 


7.6% 

3 

8,7% 

65-69 


7,5% 


9.3% 
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As with participation rates, age and compensation were key drivers of deferral rates. Employee preia- 
deferral rates tended to increase with age across ail age groups. They also gradually increased with 
compensation level for non-highly comj^nsated participants. For highly compensated participants, 
on the other hand, deferral rates decreased in the higher compensation ranges, which likely is a 
reflection of regulatory limits that constrain HCP contributions. 




Deferral rates, by age and compensation 



Compensation 

<$ 10,000 


$10,000-$19,999 


$30,000-$39,999 

$40.000-$49,999 

$50,000-574,999 


Note: Deferral rate for each age-compensation combination is calculated as the average of the deferral rates of the 
individual participants falling within that age-compensation cohort. The figures in the "Overall" column and row 
wore calculated in the same manner, rather than representing averages of averages. This table includes both HCPs 
and NHCPs. 
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PARTICIPANT USE OF EXCHANGES, LOANS, 

AND WITHDRAWALS 

Pariicipants' exchange, loan, and withdrawal behavior in 2003 were all consistent w'ith age and 
‘ Kcouni-balance factors, and they revealed no significant changes from patterns observed in previous 
edtions of Building Futures, This was true even though the stock market performance in 2003 was 
dTima;ically different than in the previous three years. 


Exchanges 

The percentage of participants who did not initiate exchanges in 2003 remained virtually the same as in 
prenous years — 87% — despite significant differences in stock market performance during those years. 
ITiesc participants may not be actively managing their accounts and may need to rebalance to ensure 
ik\ then asset allocation remains as they originally intended it. 


I Overview of percentage of participants who made exchanges 


}7% 0 exchanges 



5% 2 or more exchanges 
8% ^ exchange 
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Of panicipanis who made exchanges, the disiribuiion of participants by exchange frequency was 
essentially unchanged as well. Among the 2% of participants who made exchanges on four or more 
days in 2003, two-thirds made exchanges on four to seven days, and 90% made exchanges on fewer 
than 20 days. 

IS Percentage of participants who made exchanges 


Number of exchanges 

2003 

2002 

2001 

0 exchanges 


HHHHHIli 87% 

HHHHHi 88% 

1 exchange 

1 8% 

1 

1 1 % 

2 exchanges 

2% 

2% 

2 % 

3 exchanges 

1% 

1% 


4 or more exchanges 

2 % 

2 % 

2* 

Total 

100% 

100% 

100% 


Note: Exchanges are defined as any recordkept participant exchange of assets between investment options within i 
plan. The number of exchanges tallied for each participant is counted as the number of days during 2003 on which 
the participant had at least one exchange. Exchanges within self-directed brokerage accounts are not included. See 
the Methodology section for further information. 
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Pjnicipant exchange activity correiated closely with account balance, with participants having larger 
hiances being more likely to make exchanges. While only 4% of participants with balances below 
b.OOO made exchanges in 2003, 1 2% of participants with balances of $20,000 to $29,900 made 
ideas! one exchange, and 29% of participants with balances of $150,000 or more made one or 

-;ore exchanges. 


^ Percentage of participants who made exchanges, by account balance 
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Loans 

Loan acdvity was essentially unchanged in 2003, as only 20% of aciive participants took loans, 
even though 93% of active participants had access to loans in their plans. 

1^ Percentage of active participants with loans outstanding 



Note. Loans are counted based on all loans outstanding as of December 31 , 2003. Because many plans require 
loans to be repaid upon or within a short period of termination, the analysis of loans is limited to active participants. 
See the Methodology section for further information. The availability of loans varies from plan to plan; however, 
of active participants have access to loans in their plans. 


As in previous years, loan activity in 2003 tertded to be greatest among participants in the midclle 
age ranges. Consistent with typical financial demands by life stage, loan usage was highest for 30 to 
59 year olds and lowest for participants in their 20s and 60s. 


IS 


Percentage of active participants with loans outstanding, by age 
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vT.siatly, participants with the [hghest and lowest account balances were less likely to have borrowed 
,io,un3i then- accounts than were other participants. However, participants with balances of $5,000 lo 
vvcre slightly more likely to have a loan outstanding in 2003 compared with 2002, while 
inracipams with balances of $30,000+ were slightly less likely to have a loan outstanding. 


^ Percentage of active participants with loans outstanding, by account balance 


Account balance 
<$5,000 
$5,000-59,999 

510.000- $19,999 

520. 000- 529,999 

530.000- $39.999 
S40 000-S49.999 

550.000- $69.999 

570.000- 599,999 

5100,000-5149,999 

$150,000+ 

Overall 



Withdrawals 

In 2003, 83% of participarus did not take withdrawals. Of those who did, 6 % took cither partial only 
or partial and full withdrawals, many of them withdrawing retirement income. 


^ Composition of recordkept participants taking partial and full withdrawals 


83% Participants 
taking no 
withdrawals 



1% Participants taking 

partial and full withdrawals 
5% Participants taking 
partial withdrawals only 
1 1% Participants taking 
full withdrawals only 
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Withdrawal activity in 2003 was again consistent with expected age-driven behavior. Of the almos; 
17% of participants who made at least one withdrawal in 2003, the age groups with the highest 
portion of participants taking withdrawals w'ere those 60 and older. These age groups included a 
larger proportion of retired employees who were not subject to early-withdrawal penalties as were 
younger age groups. Participants in the 70+ age group were by far the most likely to make a 
withdrawal — 79% did so — which is consistent with minimum required distribution (MRD) rules. 
The portion of withdrawing participants making partial withdrawals increased significantly with age 
parUculariy for those tn their 60s and older. Systematic withdrawal payments (SWPs). whereby 
eligible participants auiomaticaily receive distributions periodically, were a key component of such 
partial withdrawals for older participants. Withdrawal activity among younger pariicipanis, 
meanwhile, heavily favored full versus partial withdrawals, refleciing the fact that withdrawals for 
these participants were more likely to be driven by job changes. 

m Percentage of recordkept participants taking partial and full withdrawals, by agt 


! 

; Percentage 
j taking 

Age j withdrawals 

Percentage 
taking no 
withdrawals 


85% 


87% 

40-49; \2% ^ 

88% 

B ■ 

87% 


77% 


74% 

■B ■ 

21% 

Overall | ■ 




Partia; , 
withdraw^; 
participamsf 
a percent 

withdrawit' 


' Percentage 
j taking partial 


Percentage 
taking full 
withdrawals 
only 


Percentage 
taking partial 
a nd full 
withdrawals 


particip3«i»^ 


40-49 


withdrawals 


Overall 


Note: Withdrawal statistics shown in Tables 40 and 41 reflect those of all participants who made a withdrawal in 
2003, whether or not they were still a participant (i.e., still had an account balance) as of 1 2/31/03. Partial 
withdrawals consist of in-service and hardship withdrawals as well as systematic withdrawal payments (SWPs). 
Participants who made more than one withdrawal are counted only once. Recordkept participants as of year-end 
2003 were used as the denominator in these calculations. 


44 


Copyright 2004 Fidelity Investments. All rights reserved. 


263 


SECTfON 4 Plan Investment Options 


To see an online version of the report, go to http://buildingfutures.jideUty.com. 
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The analyses included in this section examine the patterns and trends surrounding the investment 
options that are available to Fideliiy-recordkept participants. The 2003 data showed a coniinuation of 
the trend toward more im'estmem options being available to participants and. correspondingly, the 
gradual increase in the average number of investments that participants hold. These trends are 
consisieni with the use of diversification as a method of lowering risk, although neither diversification 
nor asset alltx'ation ensures a profit or guarantees against loss. 

Sponsors of Fideliiy-recordkept plans continued to offer more invesiraeni options, on a\crage. in 2003 
than in prcvic>us years. The disirihuiion of the options among investment asset classes vva.s consisient 
with the pattern seen in previous years — with domestic equity and balanced options heavily favored. 


NUMBER OF INVESTMENT OPTIONS OFFERED 

The average number of investment options available to participants in 2003 increased to 18, contimiitio 
a trend among Fidcluy-recordkepi plans to add an average of two options per year, This trend was 
consistent, for the mean and median number of mvestmem options, across most pUm-size groupings. 
Also evident in 2003. as in previous years, was the propensity of large plans to offer more investment 
options than small plans. Large plans also were more likely to offer a Mutual Fund Window, which 
makes a large universe of investment options available to participams. Such Mutual Fund Windows 
accounted for the spread between the mean and median figures in the largest plan-size groupings. 

Average number of investment options available, by plan size (number of particil 



2003 

2002 

2001 

2000 

Plan size 

Mean 

Median- Mean iMedian 

Mean 

Median 

Mean .Median 

. 

u 

13 

13 

11 

10 

10 

8 

8 

25-49 


16 

m 

c:' 

12 

12 

10 

10 

50-149 

U 

15 

16. 

14 

13 

13 

t1 

10 

150-499 

IV 

17 

n 

15 

14 

14 ^ 

tf 

11 

500-999 

k 

17 

-JS. 

16 

U 

14 

14^ 

12 

1,000-2,499 

24 

18 

21 

17 

m 

15 

16 

13 

2.500-4.999 

2.4 


22 

17 

m- 


f7 

14 i 

5.000-9.999 

24 

18 

22- 

17.5 

23 

16.5 

22 

15 

10,000-24,999 

43 

19 

4S 

18.5 

46 

16 

34 

14 

25.000+ 

49 

20.5 


21 


21.5 

47 

20 

Overall 

18 

16 

16 


14 

12 

12 

10 


46 
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[iie continuing trend toward offering more investment options is evident in the percentage of pkns that 
'Creased iheir investment options m 2003 (36%) versus the portion that decreased their options (11%), 

^Continuous plans'* changes to their investment options — 
from December 31, 2002, to December 31, 2003 


36% Plans that increased 
their number of 
investment options 


11% Plans that reduced 
their number of 
investment options 

Values above represent Fidelity's corporate DC plans overall, widi plans of all sizes counting equally in the 
cercentage calculations. 



‘Continuous plans are plans present in both 2002 and 2003. 
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The trend toward offering more investment options held across all plan-size groupings except onc- 
ihe 25,000+ participant group — in which 38% of the plans reduced the number of available 
investment options, while 31% increased their options. Overall, a majority of plans chose to malie 
no changes in the number of ins'estment options olTered, This was true across all but the largest arc 
smallest plan-size groupings. 

m Continuous plans' changes to their Investment options from December 31, 20( 
to December 31, 2003, by plan size 
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ASSET CLASSES AND 
INVESTMENT VEHICLES OFFERED 

>,sistent with previous years, the four asset classes offered most often by Fidellty-recordkept plans 
AcTc domestic equity {99% of plans), fixed-income (93%). blended (91%), and international equity 
Fixed-income exhibited the greatest cliange over time, with the percentage of plans offering 
iNed-mcome investment options increasing from 83% in 2000 to 93% in 2003. 

Q Trends in the percentage of plans offering investment options in each asset class 



50% ' — 


40% h 



2000 

2001 

2002 

2003 

Domestic equity 

0 International equity 

Company stock 


Fixed-income 

Short-term 

► Other 


Blended 

. Stable value 
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For ihe four asset classes most often offered, as noted on page 49, the percentage of plans offering 
them varied very little across plan-size groupings, except for the very smallest. Smaller plans were 
much less likely than larger plans to offer company stock and stable value investment options. 
Short-term investment options were significantly more prevalent than stable value for small plans, 
and about equally prevalent for larger plans. 


Q Percentage of plans offering investment options in each asset class 




Stable 

Fixed- 


Domestic 

Internationa 

Company 



Short-termj value 

income 

Blended 

equity 

equity 

stock 

Other ; 

2003 Plan size 

<25 

L'--* 

6% 

ei% 

83% 


78% 


0% i 

25-49 


17% 


92% 


89% 

% 

1% 

50-149 


28% 


94% 

mm 

91% 

*% 

2% 

150-499 


43% 


96% 


94% 


6% 

500-999 

6>V 

55% 


97% 

^r>>i 

95% 

'2% 

11% 

1,000-2,499 


57% 

' 97% 

98% 

’ST’ -i 

98% 

26% 

16% 

2,500-4,999 

70% 

60% 


97% 

r-. , ■ 

97% 


20% 

5,000-9,999 

S5% 

69% 

92% 

96% 

97% 

96% 


21% 

10,000-24,999 

.rt*. 

73% 


98% 


99% 


22% 

25,000+ 


86% 


92% 


96% 


14% 

2003 Overall 

7«% 

29% 

93% 

91% 

99^ 


7% 


2002 Overall 

74% 

28% 

91% 

89% 



7% 


2001 Overall 

72% 

29% 

87% 

86% 


^84% 

7% 

4% 


Note: A glossary of terms used in this section, includir>g definitions of asset classes and investment vehicles, is 
contained in the Methodology section. "Other" consists primarily of self-directed brokerage. 
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The average mamber of invesfmeni options by asset class tended to increase with plan size, but the 
Jiilercnces between median values were smaller than between mean values. Across plans of all sizes. 
r:rjiuple investment options were much more prevalent In the domestic equity and blended asset 
Masses than in. any other c!a.ss, The mean number of domestic equity options was especially high 
mmg plans with 10,000 or more participants, due largely to the fact that these plans were more 
iikclv to offer a Mutual Fund Window, which significantly inflates the mean. Domestic equity 
uNCSimem option medians, on the other hand, show that the prevalence of such investment options 
■vu fairly consistent across plan-size groups. 


Q Average number of investment options in each asset class for plans offering 
that class 



Short-term 

Stable ! Fixed- 
value i income 

[Domestic jlnt^mational Company; 

Blended j equity ! equity stock | Other 

Plan size 

Mean iMedtan 

Mean:Mediar^ Mean {Median Mean {Median Mean iMedian Mean iMediarj Mean {Mediad Mean {Median 

<25 

25-49 

1.0 

1 0 

1.0 

1.0 

- : 

10 

^0 

TO 

1 ' 

TO 

TO 


W 

ira ■■'D 

... ul . ID 

"S' 

50-149 

1.0 

1,0 

1# 

TO 

1 s 

L'°. 

so 

6.0 



TO 

150-499 

w 

1.0 

t.o 

MO 


TO 

w 

6.0 




500-999 

1.1 

TO 




TO 

40J 

6.0 




1,000-2,499 

• ■ 

1.0 

14' 

TO 

3l 

TO 


7.0 




2,500-4,999 

1.1 

TO 

TO 

TO 


1.0 

4>0 

6.0 



-■S*r 

5,000-9.999 

12 

TO 

t.o 

TO 

12 

1.0 

6? 

7.0 



To’ 

10,000-24,999 

1,3 

TO 

Ti 

TO 


2.0 

7*1 

6-0 


EO m m 

' ID 

25,000+ 

13 

TO 


TO 

■‘T 

2.0 

ife 

4.5 


afcBi Bl 

m 

Overall 

1.0 1.0 

1.0 

1.0 

1.8 

1.0 

4.6 

5.0 1 9.0 1 7.0 1 1.7 1 1.0 1' 1.3 I 1.0 

1 .o| 1.0 


Mote: tf a plan offered a self-directed brokerage vehicle, it was counted as a single investment option, independent 
of the number of underlying securities or funds available to or held by participants, and is classified under "Other," 
Means are calculated as the total number of investment options m that asset class for that plan-size grouping, 
divided by the number of plans in that plan-size grouping offering at least one option in that asset class. 
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LIFE-STAGE FUNDS 

For panicipanis who choose to hold a single invesiment option, life-stage funds offer a convenient and 
appropriate method for allocating assets across several investment types. These funds give panicqxitiG 
exposure to stocks, bonds, and short-term investments in ratios that are age appropriate based on an 
expected retirement date. Although there are various life-stage fund families, the analyses in this repen 
are limited to Fidelity Freedom Funds.® 

The percentage of plans with assets in at least one Freedom Fund continued to increase across all pbn 
sizes in 2003, rising 10 percentage points to 72% overall. The increase in plans offering such life-stage 
funds has probably been the most significant trend in plan investment options over the past three years 
In fact, the [x-rcemage of plans offering at least one Freedom Fund has nearly doubled, from 37% in 
2000 to 72% in 2003. 


Freedom Fund adoption 
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Of the plans with assets in only one or two Freedom Funds, the vast majority correspond to 
3ians with fewer than 25 participants. Of those, the most commonly held Freedom Funds were 
Freedom 2010, Freedom 2020, and Freedom 2030. These results indicate that some of Fidelity’s 
b^iallest recordkept plans simply did not have enough participants of the appropriate ages to have 
c5set,s in every Freedom Fund offered. 

^ Percentage of plans offering one or more Freedom Funds, by plan size 

Plan size 
<25 
25-49 
50-149 
150-499 
500-999 

1.000- 2,499 
2,500-4,999 

5.000- 9,999 
10,000-24,999 

25,000+ 

Overail 

'lote: Plans were included if they had assets in one or more Freedom Funds. 
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An analysis of plans with assets in three or more Freedom Funds yielded very similar results as ir ih 
previous table — namely, there has been an increasing adoption of life-stage funds across all plan-si:; 
groupings over the last four years. Further, the percentage of pian.s with assets in three or more 
Freedom Funds was only slightly lower chan those with one or more Freedom Funds, for ali biu 
smallest plan-size groupings. The explanation is as described on page ^3, which results in the large 
number of small plans pulling down the overall adoption rates for each of the four years shown. 



Note; A plan was considered to offer the family of Freedom Funds if it had assets in at least three Freedom Funds. 


Before investing in any mutual fund, please carefully consider the investment ohjecUves, risks, charges and 
expenses. For this and other information, call or write Fidelity for a free prospectus. Read it carefully before 
you invest. 


54 


Copyright 2004 Fidelity Investments. Al! rights reserved. 



273 


SECTION 5 Participant Investment Choices 


To see an online version of the report, go to http://buUdingfutures.fidelityxom. 
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The data presented in this section represent the asset allocation choices participants make, and sho'-i 
that participants continued to gradually increase the number of investment options they held. Ott 
average, they also continued to all<x:ate their assets in ways that are generally considered to be 
appropriate for their age group. Younger participants with long time horizons, for example, held a 
larger percentage of their assets in domestic equities — which have greater long-term growth potential 
but higher short-term volatility — than older participants whose assets would have less time to recover 
from market fluctuations. 

An area to note is the fact that 25% of participants continued to hold a single investment option. Ihis 
group tended to be concentrated among the youngest and oldest participants as well as those with thi; 
lowest account balances. 


NUMBER OF INVESTMENT OPTIONS HELD 


The. weighted average number of investment options held by participants edged higher in 200.3, to 3.6, 
from 3.5 in 20C'2. The portion of participants who held five or more options increased one pcrcetnu^e 
point, to 29%. At the other end of the scale, the portion of participants who held just one option 
remained unchanged, at 25%, where it has been for the past four years. 


il 


Percentage of participants holding different numbers of Investment options 


Number of investment 
options held 

2003 2002 2001 2000 ' 

1 

MHH 25% 

mmmm 25 % 

2S% 

2 

17% 

HHI > 7 % 

mynr i6% 

, 1 .,.:: 18% 

3 

15% 

HH td% 

18% I 

4 

13% 

13% 

wm 14% 

14% : 

5 or more 

HHBHHI 29% 

■■ 25% i 

Average number of 
investment options 

3 .« 

•-> 33 1 


■■ 2003 

2001 

2000 


Note; These data are based on recordkept participants. The number of options available in the plan 
number o< options a participant can hold. 


limits the 
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The general pattern of pariicipancs holding more investment options when their plan olTers more 
choices was again evident in 2003. For example, the percentage of participants holding five or more 
options was 21% in plans with seven to 10 options, 31% in plans with 16 to 30, and 35% in plans 
uith 31 or more. On the other hand, 42% of participants continued to hold just one or two options, 
even though more than 93% of total recordkepi participants were in plans that offered 1 1 or more 
choices, up from 91% in 2002. Also, the number of available options had little effect on the 
percentage of single-option holders. Even in plans offering 16 or more options, the portion of 
participants holding one option was still nearly 25%. 


^ Relationship of number of options available ir^ the plan to the number 
of options held by participants 


Number of 
options available 


Percentage 

of participants holding; 



1 option 

2 options 

3 options 

4 options 

5 or more 
options 

Total 

1 to 4 

79* 

i 16% 

4% 

1% 


100% 

5 to 6 

27% 

1 25% 

21% 

13% 

" 11% 

100% 

7 to 10 

2«5% 

1 19% 

18% 

15% 


100% 

11 to 15 


j 18% 


14% 


100% 

1o to 30 

J 17% 


14% 


100% 

31 or more 

■^*^6 16% 



100% 

Overall 


1 17% 

15% 

13% 

29% 

100% 


ASSET ALLOCATION 

Despite the stock market recovery that began at the end of the first quarter in 2003, participants 
continued a three-year trend toward allocating a lower percentage of their contributions to equity 
investment options and a higher percentage to short-term, stable value, and fixed-income options, The 
overall allocation percentage to domestic and imcrnaikmal equities in 2002, for example, was 56% for 
employees, compared with 52% in 2003. 
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For phins with company stock, the pauern was similar overall to that of all qualified plans; namely, 
an increase in the share of contribution dollars to more conserv'ative investment options. Employer 
contributions to company stock for tho^ plans offering company stock were flat relative to 2002. 
while employee coniribmions to company stock were dowm slightly in 2003. 


I Allocation of employe© and employer contributions, by plan size 


Employee 
Employer 

25-49 
Employee 
Ernployer 
50-149 
Employee 
Employer 
1 50-499 

^Employee 

Ernployer 

500-999 

Ernpioyee 

Employer 

1 .000- 2.499 
Employee 

_ Employer 
2,500-4.900 
Employee 
Employer 

5.000- 9,999 
Employee 
Employer 

10,000-24,999 
Emplo_yee 
E'3?P.*Py®r_ 

"25,000+ 

Emplo y e r 


Stable i Fixed- Domestic ; lm^®rnationai : Company 

i Short-term i value i income ; Blended I equity equity stock 

n7a lifSB NM liWI'N/AT^iSSs'NM tl»V^7A 
N/A n7a f N/A ~C^ g nW lluji,; ' N/f 

12% |~im l 3®.' 2% fe jC io*. 



> 46% 
f34% 


- 3 % eCasi; 1 0 %’ 

0% 


8 %' 3%~ppp9%~p^ '^^. -OJfc 

7% 4% 23%' 

8%.tL«^ 36% 3 1 3 7 

S 

;■ 10 % 12^^ 2 7% Hy 2 % 

% Wik 10% i3Ml27% MS' 3% 

47% 4% IMT 

SW|29% 3% Wi!^ 


7% 

37% 


12 % 

39% 


12 % 

35 % 


9% 

4% 7% .1^,1?% .] 


All plans 2003 _ _ 

Employee 5 % 14 % 

Employer S% 12% 

All plans 2002 _ 

Employee pilPc 6% T l%’ 

Employer 8%' 

All plans 2001 ~ 

Employee 

Employer 4% 6%' 



Percentage of comributions m each asset class — aM qualified plans 

PeKoniage of contributions in each asset class— qualified plans with company stock 


Note: Percentages are based on total dollars contributed. "Other" category, consisting primarily of self-directed 
brokerage, is excluded. Data for plans widi company stock were excluded in the "<25'' plan-size category due to 
the small sample size. A glossary of terms, including the asset classes used in this table, is contained in the 
Methodology section. 
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Driven largely by the strong performance of equiiy markets, overall asset allocation shifted in favor of 
equities m 2003, Since a lower percentage of contributions was allocated to equities, this shift in asset 
allocation was. for the most part, due to stronger performance of the equity markets. The dotncsiic 
equity asset clas.s showed the biggest increase, from. 38% in 2002 to 41% in 2003. The ponion of 
assets in international ecjuitie.s increased from 3% to 4%, while the percentage in blended options 
remained the same, and the percentages in short-term, stable value, and fixed-income options all 
declined. The share of company stock as«:is increased slightly for pbns that offered company stock. 

Differences in asset allocation patterns were a^in evident across plan-size groupings. For example, 
while shore-term investment options were more common than stable value investment options for small 
plans, and vice versa, the portion oi assets held in stable value was more consistent across plan-size 
groupings than for short-term. As in past years, domestic equity and company stock asset share, when 
combined, remained quite consistenl across all plan sizes, albeit at a higher level than in the past 
several years; 56% (for plans with 500 lo 990 participants) to (for plans with 10,000 to 24,999 
pariicipants) in 2003, up from 52‘Ji) to 56% m 2002. The relative shares of company stock and 
domestic equity comprising ihis combined share move in opposite directions, with company stock 
being most prevalent lor the largest plans. 

^ Percentage of assets in each sub-asset class — all plans and in plans that make 
the class available 



Short-term 

Stable 

value 

Fixed- 

income 

Blended 

Domestic 

equity 

International 

equity 

Company 

stock 

2003 Plan size 

<25 

13% 

16% 

2% 

19% 

8% 

9% 

13% 

15% 


56% 


7% 

67% 

25-49 

.^S%' 

14% 

3% 

15% 

7% 

8% 

.14% 

15% 


57% 


7% 

41% 

50-149 

9% 

12% 

■ 5% 

15% 

r* 

7% 


16% 


56% 

s» 

6% 

40% 

150-499 

8% 

11% 

6% 

14% 

m' 

-v; ...| 

7% 

14% 

14% 


57% 

5* 

6% 

i^y 10% 

500-999 


10% 


17% 


6% 


14% 


53% 


5% 

i^y 19% 

1,000-2,499 


10% 

■.m 

20% 


6% 


12% 

51*. 

51% 


5% 

'^.1, = s 

2,500-4,999 


9% 

Cm 

21% 


6% 

.2* 

12% 


45% 


4% 

25% 

5,000-9,999 

t%'' 

6% 

•Sfj* 

21% 

.•p 

6% 

'.tf*,: 

11% 


44% 

St 

4% 


10,000-24,999 

4% 

6% 

%S% 

21% 


6% 

iq».! 

10% 


41% 

4* 

4% 

^ 

25,000^■ 

i*. 

6%. 


24% 

4.% 

4% 

Mi 

9% 


34% 

21. 

3% 

. 6 

2003 Overall 

S% 

8% 

17% 

22% 

5% 

5% 

10% 

11%^ 

41% 

41% 

4% 

4% 

17%| 25% 

2002 Overall 

7%: 

10% 

18% 

31%: 

■7% 

7% 

10% 

t1% 

38% 

38% 

3% 

3% 

17% 24% 

2001 Overall 

6% 

8% 

15% 

25% 

lD* 

4% 

10% 

11% 

43% 

43% 

3% 

3% 

19% 27% 

2000 Overall 

5% 

■7% 

.13% 

21% 

3% 

3% 

10% 

10%' 

47% 

47% 

3% 

4% 

19% 27% 


Percentage of assets in each asset class — ail plans 

Percentage of assets in each asset class — in plans that make the class available 


Note: There were extremely few plans with company stock in the plan-size category "<25." 
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Asset ollocaiion patterns by age were similar to those seen in 2002, with younger participants 
holding a greater share of assets in domestic and intcmadonal equities, as well as in blended options, 
than their older counterparts. Asset percentages in stable value investment options, meanwhile, 
particularly increased with age, as did shon-tenn investment option holdings, but to a much iessci 
extent. The share of fixed-income assets remained flat across age groups, a result driven by 
reclassification of several very' large options held by large plans, from fixed-income to stable value. 
The share of company stock assets peaked for those participants In their 40s and 50s, but stayed 
within a narrow band across all ages. 


Percentage of assets in each asset class, by participant age 


Age 

Short-term 

Stable 

value 

Fixed- 

income 

Blended 

Domestic 

equity 

International 

equity 

Company 

stock 

20-29 

5% 

7% 

5% 

13% 

49% 

6% 


30-39 

, ■ ' A% 

6% 


11% 

. , 

u 


40-49 

4% 

11% 


11% 

■ 47%' 

4% 


50-59 

5% 

18% 


10% 

39*. 

3% 


60-64 


27% 

■m 

10% 


3% 

'Sl 

65-69 


35% 

m 

9% 


2% 





43% 

m 

9% 

. 19%"" 

L 


Overall 


17% 

s% 

10% 

41% 

4% 



Note: The asset allocations in this table are weighted averages for all participants in each age range, whether or not 
they held assets in each asset class. 


In plans that offered domestic equity investment options, the portion of participants holding at least 
one of those options, and their share of assets in those options, decreased with age. Overall, the 
portion of participants invested in domestic equity options remained the same in 2003 as in 2002, at 
66%. The portion of their assets in domestic equities, however, increased to 54% from 51%, 
reflecting strong ins’estment performance. The trend for intornaciona! equities wa.s similar, but on a 
smaller scale. 

For participants in their 30s and beyond whose plans offered company stock, about two-thirds held 
company stock, corresponding to about a third of those participants' assets. Company stock asset share 
decreased .slightly with age. 

The portion of participants who invested in blended options when their plans made them available 
decreased with age. but the portion of assets in them remained relatively Hat. A driver of this result is 
the. composition of the blended asset class, which includes balanced fund.s, life-stage funds, “strategy 
funds, ' and other options containing multiple asset classes. 
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In plans offering a stable value investment option, the portion of participants holding such an option 
increased significantly with age, as did their share of assets. For plans offering a short-term investment 
option, the portion of participants choosing to hold short-term investment options was quite consistent 
across ail age ranges at about one-third. This percentage has risen 2% during each of the past three 
years, and is perhaps reflective of participant concerns regarding market volatility. 

For plans offering fixed-income options, the portion of participants who elected to hold them declined 
somewhat with age, f fowever, when both age and compensation were taken into account, 
compensation was found to be a more significant dnver than age. Across virtually all age groups, the 
higher the compensation, the greater the portion of participants holding fi-xed-mcome. These results are 
not unreasonable if compen-sation correlates with investment sophistication or level of ime-rest, and 
fixed-income options are viewed as useful investment diversification tools. Finally, of those participants 
who chose to hold fi-xed-income assets, their fixed-income share of assets increased with age. 

^ Participant use of asset classes, in plans that make the options available 


Age 

Short-term 

Stable value 

Fixed-income 

Percentage of 
participants 
who invest 
in these 
investment 
options 

Percentage of 
total assets 
these 

participants 
invest in these 
investment 
options 

Percentage of 
participants 
who invest 
in these 
investment 
options 

Percentage of 
total assets 
these 

participants 
invest in these 
investment 
options 

Percentage of 
participants 
who invest 
in these 
investment 
options 

Percentage of 
total assets 
these 

participants 
invest in these 
investment 
options 

20-29 


30% 

36% 

31% 

23% 

18% 

30-39 


23% 

am 

25% 

23% 

18% 

40-49 


22% 

44% 

30% 

23% 

19% 

50-59 


25% 

51% 

39% 

22% 

21% 

60-64 


30% 

56% 

51% 

20% 

25% 

65-69 


34% 

63% 

59% 

16% 

29% 

70 + 


42% 

7X1% 

67% 


36% 

2003 Overall 

33% 

2fi% 

44%. 

40% 

22% 


2002 Overall 

31% 

28% 


46% 

: 21%, 

fjd: 28%'f7b:f 

2001 Overall 

29% 

30% 



39% 

,41%' 


yViy;': 2;3%.;:w;y 

2000 Overall 

27% 

28% 

38% - 

' 36%' 

18% 

22% 
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Blended 

Domestic equity 

international equity 

Age 

Percentage of 
participants 
who invest 
in these 
investment 
options 

Percentage of 
total assets 
these 

participants 
invest in these 
investment 
optii^s 

Percentage of 
participants 
who invest 
in these 
investment 
options 

Percentage of 
total assets 
these 

participants 
invest in these 
investment 
options 

Percentage of 
participants 
who invest 
in these 
investment 
options 

Percentage of 
total assets 
these 

participants ; 
invest in these 
investment . 
options i 

20-29 

IP* 

35% 

San 

61% 


17% 

30-39 


29% 

■ 

61% 


16% 

40-49 


28% 

70% 

56% 


14% 

50-59 

33% 

28% 


51% 

18% 

13% 

60-64 

29% 

30% 

56%- 

47% 

14% 

12% 

65-69 

24% 

32% 

4^ 

44% 

9% 

12% 

70+ 

fix. 

38% 

33% 

41% 

S% 

12% 

2003 Overall 

34% 

29% 

66% 

54% 

21% 

13% 

2002 Overall 

33% 

30% 

66% 

51% 

21% 

12% 

2001 Overall 

33% 

30% 

68% 

56% 

21% 


2000 Overall 

31% 

29% 

70% 

59% 

21% 

14% i 



Company stock 

Age 

Percentage of 
participants 
who invest 
in these 
investment 
options 

Percentage of 
total assets 
these 

participants 
invest in these 
investment 
options 

20-29 


37% 

30-39 


36% 

40-49 


35% 

50-59 


33% 

60-64 


31% 

65-69 

63% 

31% 

70+ 

. 54% 

31% 

2003 Overall 

• 64% ' 

34% 

2002 Overall 

64% 

33% 

2001 Overall 

. 65% 

36% 

2000 Overall 

65% 

37% 


Note: This table shows participant assets in each asset class as a percentage of those participants’ total assets 
(i.e,, it excludes all assets of participants in those plans who are not invested in the asset class). Percentages in each 
asset class should bo viewed independently. 
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DIVERSIFICATION BEHAVIOR 

Af meniioncd earlier, one-fourch of participanis continued to hold a single investTnent option in 2003. 

As noted in Building Futures IV, this pattern could result from participants wih low account balances — 
Piirticularl)^ those in the youngest and oldest age groups — feeling less need to diversify. Wuh minor 
oteptions. the demographic characteristics of single investment option holders in 2003 were consistent 

ivtth 2002. 

One method that plan sponsors have employed for reducing the risk incurred by single invesinieni 
DDiion holders is to make life-.siagc fund options available. As noted in the Plan Investment Options 
section, in 2003 significantly more plans offered the family of Freedom Fund life-stage options than in 

2002. v-Scc Table 50 .) 

Single investment option holders 

The age proiile oi single investment option holders changed very’ little in 2003. Participants under age 
20 and over age 6.3 were the most likely to be invested in a single option — at least one m three 
participants. Although ihe 30-59 age groups made up the majority of single option holders (7-4%) 
because they represented a larger portion of the overall panicipam population than the youngest and 
oldest age groups, a smaller percentage of participants within this age group were single invcsiincnt 
option holders (.22% to 24%) than m other age groups. 

S Single investment option holders as a percentage of total 
recordkept participants, by age '' 

_ Age 
20-29 
30-39 
40-49 
50-59 
60-64 
65-69 
70+ 

Overall 


i Percentage of total 
! recordkept participants 

who are single Percentage of all 

investment option sinqie investment 
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As in previous years, single investment option holders in large plans were most likely lo be invested 
in company stock or stable value options, while those in small plans were most likely lo hold short- 
term or domestic equity options. The only investment option categories that tended not to be held 
by single investment option holders across all plan-size categories were international equity, fixed- 
income, and other (consisting primarily of self-directed brokerage). Overall, the portion of single 
investment option holders in domestic equity and company stock options declined slightly from 
2002, offset by a corresponding increase in the portion holding blended ophons, w'htch may be due 
to the increase in the percentage of plans offering life -stage funds. 

It is important to note that single investment option holders who held a blended option (18%) were 
likely to be more diversified than other single investment option holders. 


El Percentage of single investment option holder participants by plan size, 
by investment option category 


Plan size 

Short-term 

Stable 

value 

Fixed- 

income 

Blended 

Domestic 

equity 

International Company 
equity stock 

Other 

<2S 

42% 

2% 

5 % 

20% 


1% 

1% 

0,1% 

25-49 

. . 4t% 

6% 

5% 

23% 


1% 

04% 

0,0% j 

50-149 

37% 

11% 

4%. 

23% 


1% 

1% 

0,2% 

150-499 

3t% 

19% 

S% 

20% 


1% 

1* 

0.2% 

500-999 

29 % . 

25% 

4% 

18% 


1% 

m 

0.2% 

1,000-2,499 

30% 

25% 

4%. 

16% 


1% 


0,2% 

2,500-4,999 


26% 

3% 

19% 


0.5% 

12 % 

0,1% 

5,000-9,999 

-■ ■21% V. 

26% 

6 % 

19% 


0,4% 

m 

0.1% 

10,000-24,999 


24% 

3% 

16% 


1% 

24 % 

0.1% 

25,000+ 

■ ■ ■■ ’ 9 %: ■ 

28% 

3% 

18% 


0,2% 

24 % 

0,0% 

Overall 

20 % 

25 % 

4 % 

18 % 

16 % 

1% 

16 % 

0 . 1 % 
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Consistent with results seen m previous years, ihe weighted average account balance of single 
investment option holders was about half the average of the total participant population in 2003, 
The median balance of single option holders, meanwhile, was even smaller by comparison — about 
one-founh of the total population’s median balance. Half of single option holders had account 
balances under S5,000. 


^ Percentage of single investment option holders, by account balance 

Account balance i 



$30,000-539,999 

■I 

4% 


7% 

$40,000-$49,999 

■ 

3% 

■1 

5% 

$50,000-569,999 

■ 

4% 

■■i 

7% 

$70,000-599,999 

B 3% 

■■ 

7% 

$100,000-5149,999 

■ 

2% 

wm 

4% 

$150,000+ 

■ 

4% 

HHH 

Total 

100% 

Vff 100% 

Weighted average account balance 

527,000 

• 

$55,000 

Median balance 


$5,000 

$20,000 
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Single investment option "holders’ use of stable value investment options and. to a lesser extent, fixed- 
income, increased with age. presumably because they are conservative options. Company stock use ako 
increased with age, potentially because older participants lend to have longer tenure and are more 
likely to have Ixren participants when a plan sponsor made contributions in the form of company sicd. 

Relative to 2{X)2, the percentage of single investment option holders by asset class remained relatively 
unchanged, although the use of blended investment options increased across almost all age groups bu; 
tended to be more w'idely used by younger single investment option holders chan by older ones. 




Percentage of single investment option holders, by age and investment category 



60-64 


65-69 


704 


Overall 


Other ^ Total 

0.0% i 100 % 

0.1% i 100 % 


Single investment option holders were more conservative investors than participants overall 
(Table 55). As a group, they had a significantly higher portion of assets in short-term and stable 
value options than the total participant population, and a significamiy smaller portion in domestic 
and international equities. The data also showed that a slightly higher portion, of single inve-stmeni 
option holder assets was in company stock across all age groups up to age 60. 


I Percentage of single investment option holders' assets, 
by age and investment category 
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Life-Stage fund holders 

As noct'd til the Plan Investment Options section, life-stage funds offer participants the option of 
choosing a single fund that wilt provide an age-appropriate allocation over lime. The analyses included 
here arc limited to Fidelity Freedom Funds. 

Nineteen percent ol recordkept participants in plans that offer Freedom Funds had some portion of 
dieir DCi assets in Freedom Funds. iTiis adoption rate was highest for young participants and decreased 
in the older age ranges. Of those participants with assets in one or more Freedom Funds, approximaicl)- 
one-third of iheir as.sct.s were m Freedom Funds, on both weighted average and median bases. The two 
groups of participant.s with significantly more than one -third of their assets in Freedom Funds were the 
very youngest and the very oldest. 


I Participants' usage of Freedom Funds In plans offering Freedom Funds, by age 


; Percentage of 

participants holding 
Freedom Funds 
in plans offering 
Age Freedom Funds 


Weighted average j 
percentage of 1 
these participants' : 
account balances i 
in Freedom Funds i 


Median percentage | 
of these participants' 
account balances 
in Freedom Funds 



hi 
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Among all pariicipants who held a Freedom Fund, 95% held either one or two of them. In every age 
group, an overwhelming majority — 84% to 89% — ^held a single Freedom Fund. There are several 
possible explanations as to why panicipams may choose to hold more than one Freedom Fund. 
Examples include having a reciremem date beiw'een the dates of two Freedom Funds, or aiming to 
meet multiple financial goals such as retirement and college tuition. 

M Percentage of Freedom Fund holders, by number of Freedom Funds held, by age 



Number of Freedom Funds held 


Age 

1 

2 

3 

4+ 

Total 

20-29 

.86% 

i 10% 

'. ’■■■■. 2 % A, 

2% 

100% 

30-39 

84% 

! 12% 


2% 

100% 

40-49 

, 84%- 

12% 


2% 

100% 

50-59 

84% 

1 12% 

riC;::v3% 'A.:;'. 

1% 

100% 

60-64 

85% 

.! 12% 



100% 

65-69 

86% 

i 11% 

;T;A2% a," 

1% 

100% 

70+ 

89% 

. i 9% 


i% 

100% 

Overall 

84 % 

11% 

3% 

2% 

100% ' 


Most participants who held a single Freedom Fund were in the fund appropriate to their age, based 
on an expected retirement date in their 60s. Participants not meeting this criterion, however, may 
also be invested appropriately. They may be targeting financial goals other than retirement or may be 
planning to retire earlier or later than their 60s. In addition, the participants included in this table 
are those holding a single Freedom Fund, independent of how many other investment options they 
hold in their plan, and therefore they may he using Freedom Funds in a manner different from their 
intended design. Finally, certain Fidelity DC plans adopted Freedom Funds through mapping 
strategics in which participant age was not taken into account, such as removing a balanced fund 
from a plan lineup and mapping ail assets from that fund to a single Freedom Fund. Even in these 
extreme cases, however. Freedom Funds provide asset diversification, whether or not participants are 
in precisely the "correct” Freedom Ftmd for their age. 

Single Freedom Fund holders, by age and Freedom Fund held 


Age 

Freedom 

Income 

Freedom 

2000 

Freedom 

2010 

Freedom 
2020 i_ 

Freedom 

2030 

Freedom 

2040 

Total 

”io-2? 


' 3% 

7% 

8% i 

25%' , 

49% 

100% 

‘“ 30 - 39 " 


3 % '■ 

12% 

f7% T 

48% 

12% 

100% 

40-49 



‘ 20 %“' 

48% 1 

19% 

3% 

100% 


7;%' ' '• 

6% 

S3% 

27% 

5% 

2% 

' 100"! 

60-64 


21% 

53% 

10% r 

4% 

1% 

' ibo% 

~65-69 


39% 

30% 

9% ‘ 

3% 

1% 

100 % 


: . 47 % • 

15% 

28% 

10% i . 


1%“ 

100 % 

Overall 

8% 


24% 

27% r 

1 M' 

s 

12 % 

100 % 


Note; Numbers in this table should be interpreted as follows: 48% of all single Freedom Fund holders between ages 
30 and 39 have their Freedom Fund assets in Freedom 2030. Freedom 2005, Freedom 2015, Freedom 2025, and 
Freedom 2035 were introduced in November 2003. Due to the lack of time participants had to enroll in these new 
funds, they were not included in Tables 64 and 65. 
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Pariitipanis who held a single Freedom Fund tended to have about one-third of their plan assets in 
that Freedom Fund. By age and specific Freedom Fund, this portion of assets varied from a low of 
19% 10 a high of 51%. These results reflect, in pan. the manner in which Freedom Funds were 
added to plans. For example, for participants who were panicipating in a plan before Freedom 
Funds were added to the plan Imeup, it may be unrealistic to expect them to have exchanged 100% 
of their assets into a single Freedom Fund. They may have been more likely to exchange some of 
their assets into a Freedom Fund and/or direct future contributions into that Freedom Fund. 


Percentage of single Freedom Fund holders' account balances in specific 
Freedom Funds 


Age 

Freedom 

Income 

Freedom 

2000 

Freedom 

2010 

Freedom 

2020 

Freedom 

2030 

Freedom 

2040 

Weighted 

Average 

20-29 

26% 

23% 

26% 

34% 


51% 

41% 

30-39 

19% 

20% 

22% 

30% 


37% 

32% 

40-49 

1.^ 

19% 

25% 

32% 

: 31% 

28% 

29% 

50-59 

21% 

27% 


31% 

i.T, 25%T'::; 

25% 

29% 

60-64 

24% 

36% 

3t% 

29% 


22% 

31% 

65-69 

31% 

33% 

32% 

26% 

20%^ 

26% 

31% 

70+ 

37% 

45% 

32% 

30% 

36% 

39% 

36% 

Overall 

22% 

29% 

28% 

32% 

*4% 

36% 

30% 


Note: Numbers in this table should be interpreted as follows: Out of all single Freedom Fund holders age 30-39 
who invested in Freedom 2030, 37% of their Fidelity-recordkept DC assets were in Freedom 2030. 
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PARTICIPANT RESPONSE TO 
STOCK MARKET ACTIVITY 

In 2003, the domestic and international equity markets declined during the first quarter, foilovved by 
strong growth through much of the remainder of the year. The equity markets' poor performance in the 
first quarter resulted in participants’ continuing equity investment option net exchange outflow’s during 
that period During the second quarter, as the equity markets experienced strong growth, participants' 
equity investment option exchanges in and out balanced one another. F'inally, during the third and 
fourth quarters of 2003, as the equity markets continued to rise, participants made net positive 
exchanges into ihcu plans’ equity investment options. 


Cumulative net exchanges into equities {January 1999-December 2003} 



■■I Cumulative net exchanges into equities (domestic, international, company stock} 

S&P 500* Index 

■■ NASDAQ Composite ex. div. 

Notes: Cumulative net exchanges in Tables 66, 67, and 68 represent total net exchanges into that asset class 
from 1/4/1999 until the date in question. An upward sloping trend indicates that participants are, in aggregate, 
exchanging into that asset class. A downward sloping trend indicates that participants are, in aggregate, exchanging 
out of that asset class. A horizontal trend indicates that participants are. in aggregate, holding a level position in that 
asset class {i.e., exchanges in are balanced by exrdianges out). Equities include domestic equity, international equity, 
and company stock. Exchanges from one equity investment option into another net to zero and thus are not 
reflected in this chan. Values are indexed to 12/31/1998. It is not possible to invest directly in a market index. 
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As was reported in Building Futures IVl the chan below depicts cumulative net exchanges between 
asset classes and reinforces the correlation between stock market performance and net exchanges 
between asset classes, A key aspect of this chart is the mirror-like image of the lines tracking 
cumulative net exchanges for equity investments (domestic, international, and company stock) and 
“income” investments (fixed-income, stable value, and short-term). The chart shows that in early 

2000, before the market's peak, assets were being exchanged out of income options and into equities. 
Then, through nearly the end of 2000, net exchanges beiw'een asset classes were minimal. Beginning 
in late 2000, after the market had already fallen considerably, and continuing through the end of 

2001 . assets were exchanged out of equities and into income investment options. Pariicipants reacted 
;o the stock market’s recovery that Ixigan late in the first quarter of 2003 by exchanging into equities 
and out of income investment options in the second half of 2003. 


Q Cumulative net exchanges by asset class (January 1999--December 2003) 


2000 2001 2002 2003 



Blended 


I Equity 
I Income 
I SDB 


Note: The summary asset categories used in this chart are consistent with those used throughout this report. 

"Equity" consists of domestic equity, international equity, and company stock. "Income" consists of fixed-income, 
stable value, and short-term. SDB (self-directed brokerage) is a subset of "Other." Exchanges entirely within an asset 
class (e.g,, from one equity investment option into another) net to zero, and therefore are not reflected in this chart, 
Values are indexed to 12/31/1998. 
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A decomposition of exchange actinty into equity investment option sub-asset classes — domestic 
equities, international equities, and company stock — provides luriher insight into what is driving 
cwerall participant exchange activity. Of note is the strong correlation between the S<SrP 500“ Index 
and participants’ net exchange activity into and out of domestic equity investment options. The lag 
between market movement and participants' corresponding domestic equity exchange behavior, 
however, iilustraies the downside of attempting to lime the market. Also of note, there has been a 
long-term net e.xchangc flow out of company stock since the markets peak in early 2000. Relative 
to domestic equity investment option exchange actmty, company stock experienced participant 
net exchange inflows to a much smaller extent when the market was up. Further, company stock 
experienced significant net exchange outflows in the last three quarters of 200.3, a time when the 
S&P 500 had very strong performance, which was reflected by strong participant net exchange 
inflows to domestic equity investment options. This activity suggests that corporate governance 
issues may have played a role in participants’ decisions to divest some of their company stock 
holdings while increasing their domestic equity holdings. This activity is consistent with plan 
sponsors' casing of company stock exchange restrictions, as shown in Building Futures !V. Finally, 
while net exchanges were strong into international equities in the months leading up to the early 
2000 equity market peaks, they experienced slow' and gradual net flow.? out through early to 
inid-2003, and only then did they again experience net inflows. 


m 


Cumulative net exchanges, by equity asset class (January 1999-December 2003) 


2000 2001 2002 2003 



S&P 500® index IHi Company Stock Domestic Equities MM International Equities 

Note: Although only the S&P 500 Index is shown, tiie Morgan Stanley EAFE index for international equities has a 
very similar trend for the 1999-2003 [:»rtod. Exchanges entirely within an asset class net to zero, and therefore are 
not reflected in diis chart. Values are indexed to 12/31/1998. It is not possible to invest directly in a market index. 


Before investing in any mulua! fund, please carefully consider the im-estment ohjeclives, risks, charges and 
expenses. For this and other informaiion, call or write Fidclifv for a free prospectus. Read it carefully before 
you um’.st. 
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To see an online version of the report, go to http://buildmgfutures.fideUty.com. 
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General background and definHtons 

BuiWifij’ Futurfs is based on data for all 10,136 corporate defined contribuiiori plans recordkepi by 
Fidelity Employer Services Company with a balance as of year-end 2003, and their corresponding 8,2 
million participants. These plans include both qualified and assetized nonqualified plans as well as 
single-fund plans, which include Employee Stock Ownership Plans (ESOPs). Plans sponsored by 
Fidelity Investments for the benefit of its own employees are excluded. Plans recordkept with Fidelity 
Investments Insiiiuiional Ser\'ices Compam; Inc., which includes distribution through a variety of 
financial institutions, including banks, insurance companies, broker/dealers, financial planners, and 
pension fund administrators, also are excluded. 

Analyses of participation rates, deferral percentages for eligible employees, and deferral rate.s for active 
participants exclude nonqualified plans, since these analyses are based on data gathered for 
nondisenminmion testing (NDT) purposes that is conducted only on qualified plans. 

The participant analyses in the report are based on one of five participant populations; all recordkept, 
active, terminated, active nondiscrimination testing (“active NDT”'). and eligible. All recordkept 
participants represent all participants with an account balance as of year-end 2003. Active participants 
represent those participants who both had an account balance and were still employed by the plan 
sponsor as of year-end 2003 (w-heiher or not they actually made a contribution to the plan in 2003), 
Terminiued participants represent those participants with an account balance as of year-end 2003 who 
were no longer employed by the plan sponsor. (The number of recordkept participants is the sum of all 
active panicipants and all terminated participants.) Active NDT participants represent participants in 
(hose plans for w-hich Fidelity })erforms nondiscrimination testing w’ho were employed by the plan 
sponsor and who made contributions to the plan during the test year. Eligible NDT participants 
(employees) represent employees in plans for which Fidelity performs nondiscrimination testing, who 
were employed by the plan sponsor ami weie eligible to participate in the test year, whether or not they 
were actually participating in the plan. 

Unless otherwise indicated, the participant analyses in the report are based on all recordkept. 
panicipants. Analysis with regard to compensation is limned to eligible NDT participants, as 
compensation datti are available only for this population. Compensation data may include partial-year 
compensation data for active NDT participants who were hired or terminated during the test year, 

Thus, average balance, participation, and deieiral rates at the lowest compensation levels may reflect 
this phenomenon in combination with the behavaor of the truly lowest-income pari.icipant.s. 

Of the 10,136 plans analyzed in this report. NDT data were available for approximately 40% 
of them m time for the reports analysis of participation rates, deferral rates, and compensation. 

Further use of active NDT panicipants and eligible NDT participants for analysis is described in 
“Calculaiion of panicipaiion rates, deferral percentages, and deferral rates for active panicipants,” 
later in this Appendix. 
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In order to limit the complexity of ihe data presented in the report, population percentages generally 
were held to whole numbers, with numbers in tables being rounded to the displayed number of 
significant digits. Thus, they may not aKva)^ appear to reconcile exactly with total or percentage figures 
stated m the tables or text. All such figures, however, were calculated using the actual nonrounded 
underlying figures, and are accuraie. 


Industry categories 

The industry categorization used in the report is based on the North American Industry Classification 
System (NAICS). NAICS was the resuU of an initiative to update the Standard Industrial Classihcaiion 
(SIC) codes, completed in 1 997. This eflori was sptearheaded by'’ the Office of Management and Budget, 
and incorporated input from statistical government agencies in Canada and Mexico as well as in the 
United Stales. 


Index definitions 

The Lehman Brothers Aggregate Bond Index is an unmanaged total return index composed of lixcd- 
raic debt issues, including government, corporate, asset-backed, and mortgage-backed sccuriiies. Issues 
included in the index are rai.ed investment-grade or above and have maturities of at least one ycar. 

The S&P Index is a registered service mark of The McGraw-Hill Companies, Inc. , and has been 
licensed for use by Fidelity Distributors Corpt^raiion and its affiliates. It is an unmanaged index of the 
common stock prices of 300 widely held U,.S. stocks that includes the reinvestment of dividends. 

'JVeosHiy bilfs are marketable sccuritic.s with three-month maiuriiics that the U.S. governmeni 
sclLs in order to pay off maturing debt and raise the cash needed to run the federal government, 

rfjc Morgan Stanley Capital International Lurope, Australasia, Far Last (MSCI LAFEV Index is an 
unmanaged market capiiahzation-weighied index of equity securities of companies domiciled in various 
couniries. The index is designed to represent the performance of developed stock markets outside the 
United States and Canada and excludes certain market .segments unavailable to U.S, -based investors. 

The Wilshire 5000 is an unmanaged, market capiializaiion-wcighicd index of approximately 7,000 
U.S. equity securiiies. 
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Calculation of participation rates, deferral percentages, and deferral rates for 
active participants 

The participation rate for any plan is defined as the number of active NDT participants divided by the 
total number of eligible NDT employees. An eligible employee for NDT purposes is defined as any 
employee who was eligible to join the plan at any time during the test year (2003). An active 
participant for NDT purposes is defined as any eligible employee who made a pretax contribution 
at any time during the test year. 

For analyses of participation rates by plan characterisiics, the average participation rate vvithin any 
category is derived by determining the paniciparion rate for each plan and calculating the simple 
average oi the plan participation rates across all plans In the category. These a\'erage rates are thus 
UMwdghteii — the rate for each plan counts the same as every other plan toward the category average. 

For analysis of participation rates by participant characteristics, the average participation rate within 
any category is derived by dividing the number of active NDT participants by the number of eligible 
NDT employees across all plans in aggregate in that category Thus, these average rates are el'feciively 
iveig/tteci — larger plans generally will ha\’e greater reprc-semaiion within any participant category than 
smaller plans will, 

NDT deferral percentages are typically presented separately for highly compensated employees (HCEs) 
and non-highly compensated employees (NHCEs). For 2003, HCEs were defined by statute as 
employees who either earned compensation in excess of S90,000 during the 1.2'momh period 
preceding the first day of the plan year or who owned more than 5% of the employer in either the plan 
year or the .i2-month period preceding the first day of the plan year. When applying the compensation 
threshold, plans may choose to limit the number of employees considered to be HCEs to 20% of their 
workforce. Because HCEs are more likely to have their deferrals capped by the. statutory IRS limit 
($12,000 in 2003) or plan maximum aliow^ed, deferral rates must be analyzed separately for each type 
of employee. 

For NDT purposes, deferral percentages must be calculated including eligible nonparticipants (counting 
their compensation and considering their contributions to be zero). In NDT, pariicipaiion rates and 
deferral percentages are typically treated in tandem as an integrated metric of qualified plan 
performance. For this report, however, participation rates and then deferral percentages are considered 
sequentially as two distinct participant behaviors, and deferral rates are generally evaluated for active 
participants only. To reinforce this distinction, we refer to the two employee categories as highly 
compensated participant (HCP) and non-highly compensated panicipam (NHCF) in corresponding 
sections of the report. However, the active participants are designated 1 ICP or NHCP using the NDT 
criteria for HCE and NHCE. 
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Deferral rales for active panicipanis are calculated using 2003 plan-y'ear employee pretax conirihuiions 
divided by 2003 plan-year compensation. Comf^nsation is defined as wages used for determining 
participants’ Internal Revenue Code (IRC) Section 415 limits for 2003. As required under IRC Section 
40l(a)(i7), compensation for NDT purposes was limited Co $200,000 for 2003, howe%'er in calculating 
deferral rates lor this report, full actual compensation was used. 

Deferral races lor active participants are. averaged in a weighted manner for analysis of both plan and 
partudpant characteristics. The pretax contnbuiions for each HCP and NHCP in a given plan-size 
category or participant demographic category are disided by calendar year compensation for that HCP 
or NHCP These individual deferral rates are rhen averaged for all the active NDT participants within 
the plan-size or participant demographic group. 


Calculation of account balances, exchanges, and loans 

Account balances represent holdings as of December 31 . 2003, net of outstanding loan amounts 
(i.e., balances represent preloan balances minus the principal amount of any loans outstanding). 

For analysis within both plan characteristic and participant demographic categories, weighted average 
account balance is defined as the total assets held by participants in that category' dts'ided by the 
number of participants in the category 

Exchanges are defined as any participant-level exchange of assets between investment options within 
a plan. The number of exchanges tallied for each participant is counted as the number of days during 
2003 on which the participant made at least one exchange. Exchanges between a self-directed 
brokerage account and other plan options arc included. Exchanges within a self-directed brokerage 
account are excluded. 

Loans were counted based on all loans outstanding as of December 31. 2003, regardless of the purpose 
of the loan (e.g.. general or home). Because many plans require loans to be repaid upon termination, or 
shortly thereafter, the analysis of loans is limited to active participants. 


Investment options 

In the description of asset classes below, the fundamental types of investment vehicles are defined 
as follows: 

Mutual fund: An investment that pools money from .shareholders and invests in a diversified portfolio 
of securities. 

Commingled pool; A gK)up trust maintained by a bank or trustee for the collective investment of qualified 
pension or profit sharing plans combining the money of many im'estors who own uniis of the pool 
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Scparflte flccoiinf: An accovini. the assets of which are held by an independeni cusicxiian or trustee, 
established to provide investment managemem serx-ices to qualified pension funds, corporatiom. 
insiiiutions, or high net worth individuals. 

Investment contrcjct; A group anrutiiy contract issued by an insurance company, bank, or other 
financial institution to a tax-qualified pension and/or profit-sharing plan that guarantees principal and 
repays the investment ptu.s interc.si ai a stated maturity date or dates. Contracts is.sued by insurance 
ctuTipanics arc oiten referred to as guaranteed investment contracts (GICs), and those issued by banks 
are sometimes described as bank investment coniract.s (BiCs). 

SvnI/ictic GJC: An invesinicnt in a stable value fund consisting of (11 an asset owmed directly by the 
plan; and (2) a wrap agreement that provides for participant withdrawals at book value. Both elements 
must lie: present in one agreement to qualily for book value accounting. (A wrap agreement is a 
contractuai agreement to maintain principal and benefit payments and participant investment transfers 
on a spccilied asset or group of assets at book value ) 

For the report , all assets held in Fidciity-recordkcpt plans are grouped into eight mutually exclusive 
asset classes: 

Domestic Etjurfy'.' Li.S. equity mutual iunds, cominingicd pools, and separate accounts, both actively 
managed and indexed. 

ItUernafionHl Equity; intcrnaiional or world equiry mutual funds, commingled pools, and separate 
accounts, both actively managed and indexed 

Blended: Mutual funds, commingled pools, and separate account-s composed of at least two asset 
classes, one being an equity and the other either a fixed-income or irtoncy market. Induded in the 
blended category are ".stnuegies” (i.e., funds of Iunds, pools, and separate accounts) meeting the above 
conditions. 

Fixed-incomt: IJ.S. and international fixed-income mutual funds, commingled pools, and .separate 
accounts, both actively managed and indexed, 

.Sliort-tcmi; Money market mutual funds, commingled pools, and separate accounts. 

•Stable Value: GICs, BiCs, synihciic GICs, and ''mixed pordoiios" (consisting of GICs. BICs, and/or 
synthetics in combimuion with at fixcd-incomc mutual fund, commingled pool, or separate account). 

Company Stoefe: The plan sponsor company’s own securities, whether accounted for on a share or 
unitized basis. Also indudes balances in other cornpames' funds that may he held by participants in 
their ddmed contribution accounts as a result of a corporate action (e.g.. a merger or acquisition). 

Other: Securities run lailingnuo the above caiegones, the maiority c>f which are sdi-dirccted brokerage 
vehicles within ddined contribution plans. 
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